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(Continued from page 202) 


that under the state law, water taxes on a 
residence may be deducted if the tax is 
based on frontage but not if based upon a 
meter reading. Under federal law the water 
tax on a residence is not deductible. 

In the discussion on bad debts the author 
savs that the state allows the write-off of a 
partial bad debt and the Internal Revenue 
Code does not. This would seem to be in 
error according to Sec. 23 (k) and Reg. 111 
Sec. 29. 23 (k)-1. 

With the growth of cooperative apartments 
it is helpful to read _a discussion on the tax 
effect of a sale of cooperative apartment 
stock which cites a federal Tax Court case! 
holding that a loss is deductible as a capital 
loss to the extent that the house is occupied 
by non-stockholder tenants. It should be 
noted that under New York law a gain or 
loss is ordinary to the extent that non-stock- 
helder tenants occupy apartments and capital 
gain or loss as to the balance. 

The author devctes more than a column to 
the question of federal changes in net income 
that must be reported to the Tax Commis- 
sion. The author is correct in saying that no 
special form is required for such notification 
at the present time. However, this reviewer 
was recently asked to comment on a proposed 
special form that the Tax Commission has 
designed for use in notifying the Commission 
f such changes. 

In addition to the filled in resident and non- 
resident forms, the author discusses the part- 
nership return, fiduciary return, and the un- 
incorporated business tax returns. 

In the taxation of non-residents a_ vital 
uestion is the allocation of income received 
from New Yot k sources to determine how 
much of the income is taxable in New York. 
There are several pages of discussion on the 
important subject of allocation. The author 
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Getting This Information! 


CORPORATION OFFICIALS fre- 
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investing surplus funds, reserve 
funds, trustee funds, funds for de- 
preciation, reserves for taxes, etc. 
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cipal, 2. availability, 3. reason- 
able return. 

YOU'LL FIND ALL 3 in a Corpo- 
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sured up to $10,000 by Federal 
Savings And Loan Insurance 
Corporation. Anticipated savings 
dividend 1952 at 212% per year, 
credited semi-annually. To con- 
serve savings dividends upon 
funds withdrawn before end of 
dividend period, passbook loans 
are available. 


FOR FURTHER INFORMATION, ask 
for Folder CP-2. Phone or write Edgar R. 
Tostevin, Treasurer, or visit either of ” Ol 
two convenient Savings Centers. 
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1952 No. 4 


Characteristics of a Profession 


By A. C. Littteton, C.P.A. 


This article considers three basic characteristics of all professions: 
(1) Special knowledge and appropriate skill; (2) recognition of 


an inherent public interest; and 


(3) moral and economic inde- 


pendence of the practitioner. It concludes that Accountancy is in 
every respect a professional field. 


ae the evolution of an occupation 
into a profession, time is a most 
important factor. The length of time 
during which ‘accounting has been 
acquiring professional characteristics is 
much shorter than the long lifetime 
of its principal component, double- 
entry bookkeeping. Public accounting 
has been developing professional aspects 
for a much shorter time than is the 
case in law, medicine, religion, or arms. 
Yet its progress has been steady and 
an acceleration of development seems 
recently to have been at work. 

The soldier, the clergyman, the 
attorney, and the physician are con- 
sidered professional men. They are 
experts in their respective fields of 
training and offer expert service to 
other people. Yet in many cases it is 
dificult to draw a line through their 





A. C. LittELETON, Pu. D., C.P.A., 
is Professor of Accounting at the 
University of Illinois. He is a mem- 
ber of the Illinois Society of Certi- 
fied Public Accountants and of the 
American Institute of Accountants, 
and has held various offices in the 
American Accounting Association, 
including that of President and 
Editor of the Accounting Review. 
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activities and to say that here ends the 
work of an amateur and there begins 
the service of a professional. That is 
also true for accountants. 


The Soldier 


It is customary to speak of an officer 
in the armed forces as being “in the 
service”, meaning in the service of his 
country. If the professions could be 
characterized by one word it would be 
this word service. It is the purpose of 
the profession of arms to defend the 
country, the people, the institutions, 
the chosen way of life. To carry out 
this purpose the military forces must 
be ready and able to take definite action 
if the citizens through their govern- 
ment decide that the national welfare 
requires it. An officer does not conduct 
active military operations because he 
wants to do so; he acts because his 
public needs that service. All action 
before that time is training and prepara- 
tion. 

To be a professional requires exten- 
sive technical knowledge and skill. In 
a field in which the necessary knowledge 
is easy to obtain and the desired skills 
are easy to acquire, a profession is not 
likely to develop. The profession of 
arms is not that kind of field. Becom- 
ing a professional soldier, therefore, is 
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in a large measure a matter of educa- 
tion, training, and temperament. There 
is a vast military literature, and most 
countries have a number of specialized 
military schools. By class-room work 
the professional expands his technical 
knowledge of the arts of war and his 
understanding of people. By field exer- 
cises he developes skill in planning the 
details of military action and in dealing 
understandingly with people. 

[In addition the military officer must 
be possessed of a high sense of duty ; 
he puts the welfare of his men first and 
the people before the army ; he is loyal 
to the cause and to his superiors; he 
has a strong sense of what is right or 
necessary ; confidential information is 
safe with him. 

Many of these characteristics apply 
also to the professional accountant. 


The Clergyman 

The purpose of religion is to inspire 
people to right living, to high accom- 
plishments, and to an understanding of 
matters of the spirit. Clergymen are 
the professionals in this field. Others 
may devote themselves to the religious 
life, but that does not make them pro- 
fessionals. If the keyword of the soldier 
is security, the keyword of the clergy 
is morality. The task of the latter is to 
fight for morality in the group and in 
society at large, with a primary interest 
always in the individual. Public welfare 
is his great concern even though he 
works through individuals. By leading 
individuals toward high standards of 
right living, he strengthens society and 
improves human relationships. 

Like the soldier, the minister of reli- 
gion has need for technical knowledge 
and special skills. Preparation is long ; 
the subject matter is difficult. Human 
beings are infinitely more complex than 
any conceivable machine, and the mo- 
tives of their actions are often obscure. 
It is seldom easy to apply technical 
religious knowledge skillfully and with 
good judgment. Explaining the ways 
of the spirit, the nature of the soul, the 
duty of man, the futility of sin, are dif- 
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ficult tasks indeed—tasks that cail for 
education and training suited only to 
a professional. Here, too, is a vast 
literature to be understood and _inter- 
preted. Technical education is very 
necessary—education in psychology 
and in human personality, human na- 
ture, human problems. And training— 
training in public speaking and in writ- 
ten discourse, in meeting people easily, 
and in sensing the spiritual or emotional 
needs of people, together with practice 
in ministering to those needs. 

It goes without saying that the clergy- 
man will be tolerant towards others’ 
views and wholly trustworthy of con- 
fidences, as befits a professional man. 
Accountants can do no less. 


The Physician 

Medicine has long been recognized as 
a profession. The public welfare aspect 
of good health is readily understood. 
The need to relieve suffering and to 
repair bodily damage cannot be argued; 
nor can the necessity for eradicating the 
sources of poor health. The physician's 
keyword is health—health of the indi- 
vidual, the group, the public. 

He is a specialist in public service 
without being a public servant. He isa 
professional as opposed to the amateur 
who indulges in self-diagnosis and 
self-medication without adequate techni- 
cal knowledge. 

Here again mere technical prepara- 
tion alone does not make a man into a 
professional. He must also have a clear 
sense of dedication, of service, of duty 
regardless of self. The physician is self- 
effacing and sympathetic. He derives 
keen satisfaction, as professional men 
always do, from the assistance he is 
able to render. 

Yet carrying on his task takes more 
than a desire to serve; the physician 
must be capable as well as willing. He 
must be a technician, and possessed ot 
wide knowledge and deep understand- 
ing. He too deals with immensely 
complicated mechanisms; just how 
complicated the layman cannot pos- 
sibly understand. His education is long 
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and exacting ; the literature is vast, and 
great areas of knowledge are being 
constantly widened. We marvel that 
men can organize such vast and 
diverse materials into understandable 
sequences. 

Professional accountants can find 
many similarities in their own work. 


The Attorney 

Justice, as the keyword of the attor- 
ney and the judge, takes its place 
along with security, morality, and 
health. These men are professionals 
also. They are professionals in spite 
of the fact that many of their kind of 
activities can be and often are per- 
formed by other people. They are pro- 
fessionals, not by their own declaration 
but because organized society desires 
justice—the fair and evenhanded bal- 
ancing of the facts, of the rights, the 
duties, the powers, and the intentions 
of the parties involved. Because it is 
the purpose of law to provide orderly 
conditions for living, for resolving 
disputes. for correcting frauds, for 
deciding upon the punishment for 
wrongdoing; because trained profes- 
sionals are needed to execute the will 
of the people through the operation of 
government and the admininstration of 
justice, there is a group of professional 
men concerned with justice and order. 

To serve society in these particulars 
the attorney and the judge, like other 
professional men, have need for a fine 
sense of duty. The welfare of the 
people in general, as well as that of 
individuals, is involved. These men 
strive to exercise an impersonal, un- 
biased restraint upon unfair actions or 
criminal acts. To serve their purposes 
and to perform their duties these men 
require a technical knowledge of the 
many fields of law and a deep under- 
standing of legal situations and prob- 
lems, of legal principles and precedents. 
It also requires technical skill in finding 
the applicable law, in organizing per- 
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suasive arguments, and in delivering 
them effectively in writing or in speech. 
In a word, the individual must have 
education and training, two important 
aspects in every profession, especially 
where the volume in materials is great 
and where complex situations are 
numerous. 

Professional accounting also rests 
upon the same factors. 


The Engineer 

Engineering and accountancy are two 
newer professions. It has been said 
that the engineer is “the pioneer in the 
professionalization of industry.” It 
might also be said that the public 
accountant is a pioneer in advancing the 
professionalization of business manage- 
ment. Because of this similarity in their 
fields, the thoughts of engineers upon 
the subject of professions will be of 
particular interest to accountants. An 
eminent engineer has written an excel- 
lent and compact statement of the 
attributes of a profession.* A part of his 
address is the following : 


“What marks off the life of an individual 
as protessional ? 

“first, | think we may say that it is a 
type of activity which is marked by high 
individual responsibility and which deals 
with problems on a distinctly intellectual 
plane. 

“Second, we may say that it is a motive 
of service, as distinct from profit. 

“Third, is the motive of self-expression, 
which implies a joy and pride in one’s work 
and a self-imposed standard of workman- 
ship—one’s best. 

“Fourth, is a conscious recognition of 
social duty to be accomplished, among other 
means, by guarding the standards and 
ideals of one’s profession and advancing it 
in public understanding and esteem, by 
sharing advances in professional knowl- 
edge, and by rendering gratuitous public 
service, in addition to that for ordinary 
compensation, as a return to society for 
special advantages of education and status. 

“Next, what are the attributes of a 
group of persons which mark off their 
corporate life as professional in character? 

“T think we may place first a body of 
knowledge and of art (science and skill) 


_. * “The Second Mile”, by William E. Wickenden, President of Case School of Applied 
science, an address before the Engineering Institute of Canada, (The Engineering Journal; 


March, 1941.) 
1952 
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held as a common possession and to be ex- 
tended by united effort. 

“Next we may place an educational 
process of distinctive aims and standards, 
in ordering which the professional group 
has a recognized responsibility. 

“Third in order is a standard of qualifi- 
cations, based on character, training, and 
competency, for admission to the profes- 
sional group. 

“Next follows a standard of conduct 
based on courtesy, honor, and ethics, to 
euide the practitioner in his relations with 
clients, colleagues, and the public. 

“Fifth, I would place a more or less for- 
mal recognition of status by one’s col- 
leagues or by the state, as a basis of good 
standing. 

“And finally an organisation of the pro- 
fessional group based on common interest 
and social duty, rather than economic 
monopoly.” 


From this it is evident that profes- 
sional accountancy and_ profession] 
engineering are in many respects very 
much alike. Both rest upon thorough 
education, and develop best through 
combining study and experience ; both 
have many service-aspects that affect 
the public interest; both are evolving 
toward full public recognition as a 
profession. 

A high sense of individual respon- 
sibility and of duty to guard profes- 
sional ideals marks a personal virtue 
that is clearly recognized by public 
accountants. Every public accountant 
who takes pride in work well done and 
who is more strongly. actuated by 
motives of service than desire for gain, 
is reflecting the personal virtues so 
frequently evident in professional men 
that they have come to be considered 
professional attributes. 


Professional Characteristics 

The professional characteristics that 
are attributed to a group can be classi- 
fied into two categories. The first is 
recognition of professional status. This 
covers not only the informal public 
recognition shown by a demand for the 
services of experts, and the recognition 
that is associated with membership in 
an organization, but also the varying 
degrees of formal recognition indicated 
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by statutory enactments. The second 
characteristic is preparation for profes- 
sional service. This category covers 
the four other group-attributes men- 
tioned by Dr. Wickenden. It is note- 
worthy that each of the four gives the 
professional something to learn: to 
learn to use and extend a particular 
body of knowledge; to learn to exer- 
cise due influence upon the aims and 
standards of the applicable educational 
processes ; to learn to acquire the train- 
ing, competency, and character that are 
a necessary basis for being accepted 
into the professional group; to learn 
to live according to high standards of 
personal conduct. 

These are some of the tests by which 
people have come to judge a man or 
a group to be professional. A most 
convincing evidence of professional 
growth is the steady improvement and 
extension of professional character- 
istics. A profession must come about 
by evolution; it cannot by created by 
fiat or fancy. The earlier stages of the 
development of a profession therefore 
do not clearly reflect the professional 
attributes that later appear so char- 
acteristic. 

So important is professional educa- 
tion and training for accountants as 
well as engineers that another para- 
graph from Dr. Wickenden is quoted 
here. 

“Engineering schools ought to be less 
alike, less standardized by imitation. The 
men who are to lead the profession will 
need longer training, and one that is both 
broadly humanistic and more profoundly 
scientific. Great numbers of workers in 
technology could do well with a more ex- 
tensive type of training. For every one 
who should receive post-graduate training 
possibly four would find the present course 
sufficient, and ten would find an intensive 
two-year course more suitable. The science 
of economy needs to be more strongly em- 
phasized at all levels. A science of human 
work needs to be created and systematt 
cally taught. 

“The engineer’s job will be so vai ied, and 
will change so fast, and his tools will $0 
increase in variety and refinement with the 
advance of science, that no engineer cat 
hope to get a once-and-for-all education m 
advance. We must expect to re-educate 
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engineers at intervals throughout their 
careers. The most important development 
of all may come in after-college education. 


By education and examination a pro- 
fession undertakes to ‘“‘guarantee at 
least minimum standards of compe- 
tency.” In return, the public protects 
that profession from the incompetent 
judgment and adverse effects of the 
unqualified by giving professional men 
a special status by law. “Professional 
status is therefore an implied contract 
to serve society, over and beyond all 
duty to client or employer, in consid- 
eration of the privileges and protection 
that society extends to the profession.” 

All CPA legislation is a form of 
recognition of the existence of an area 
of special technical knowledge that can 
be used in the public interest and that 
can be tested by state examinations. 
These statutes are an acknowledge- 
ment that public welfare is involved in 
the practice of public accounting. In 
addition, Federal legislation which 
regulates security issues and stock ex- 
changes now requires accounting in- 
vestigations to be made by independent 
public accountants in connection with 
proposed distributions of securities. 
Thus, the possession of special tech- 
nical knowledge is coming to be linked 
more and more with the opportunities 
for public practice. 

Education has been considered for a 
long time to be an essential element of 
preparation for professional practice. 
Yet formal technical education in ac- 
counting has had to make its own way 
with little or no aid from legislation 
until recently. In other words, effective 
recognition that the public interest re- 
quired that education for public ac- 
counting should be technical and ade- 
quate was slow in coming. The teach- 
ing of technical accounting (beyond 
instruction in bookkeeping ) was begun 
by men who were practicing account- 
ants. Much of their teaching materials 
were derived from CPA examination 
questions. A knowledge of accounting 
problems and techniques, is obviously 
basic to professional competence. But 
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a broader education than technique 
alone is essential as a foundation to 
broad, full-fledged professional service 
in the public interest. Sometimes ac- 
counting instruction still lacks such co- 
ordination with instruction in business 
administration and economics as would 
benefit the long-run interests of the 
profession. 

Independence has long been consid- 
ered by accountants as a basic charac- 
teristic of a public practitioner. But 
until recent years independence has 
been given very little direct legislative 
support in America ; and discussions of 
independence more often than not have 
seemed to imply that its importance 
had somehow been questioned or that 
its efficacy was in doubt. Seldom until 
recently has independence been treated 
analytically from the point of view of 
the reasons why it is in the public in- 
terest, or with the intent to explore the 
question of how far accountants can 
succeed without outside support in pre- 
serving their independent status. 


From this brief survey it is clear 
that at least three elements must be 
present before a man’s activities can 
properly be called professional: (1) 
special knowledge and appropriate 
skill, (2) public recognition of an in- 
herent public interest, (3) moral and 
economic independence. Accountancy 
is no exception. These fundamentals 
apply here as in other professional ac- 
tivities. 

Occupations do not become profes- 
sions by definitions, statutes, or asser- 
tions. Professions are what they are 
because their practitioners render serv- 
ices that are in the public interest. 
“Public welfare” is the keynote wheth- 
er spelled out or not. It is the pathway 
to public recognition; it is the reason 
that education must develop a special 
body of knowledge, and that practi- 
tioners must use it. “Public welfare” 
explains many things: independence, 
self-imposed high standards of crafts- 
manship, ethics and discipline, and the 
consciousness of a social responsibility 
that all professional men possess. 
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Designing Work Programs that Require 
Reference to Detail Accounts Receivable 


Ledgers Only Once 


By Georce C. Watt, C.P.A. 


This case study, based on a recent expertence of the author, 
demonstrates how a circularization of accounts receivable may be 
accomplished, when favorable circumstances exist, without duplica- 


tion of accounting effort and with minimum interference with 
the client's routine. 


ae EEN the date the public account- 
ant mails the first requests for 
confirmation of accounts receivable to 
customers of his client and the date he 
completes a summary of replies, thirty 
to sixty days may elapse. During this 
time considerable duplication of effort 
will result, especially from the number 
of times the ledgers are examined, un- 
less a well-conceived program is fol- 
lowed. 

Where internal control is satisfactory 
and prior experience has shown that the 
client prepares accurate statements, it 
is not necessary for the public account- 
ant to foot voluminous trial balances 
and check individual ledger card bal- 
ances before the confirmations are 
mailed. By postponing these steps a 
program can be developed which re- 
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quires reference to individual ledger 
cards only once. 


Preparing the Request 

for Confirmation 

Where many small individual ae- 
counts are encountered it is preferable 
to select for confirmation from within 
a limited segment, say ledgers H-K 
and R-T, so that an opinion of the 
worth of the segment can be formed; 
whereas if tests are run at random from 
A to Z, it is more difficult to evaluate 
the extent of exceptions, unsatisfactory 
replies, unusual credits, etc., in relation 
to the total. 

Stapling the request for confirmation 
to the statement is important to insure 
that the customer's incoming mail room 
does not separate them and misdirect 
the request alone. This simple precau- 
tion tends to reduce the number of 
requests returned asking that a state- 
ment be sent (when, in fact, it was 
mailed in the same envelope with the 
request). All too frequently these re- 
turned unsigned requests have written 
in ink on the face “no statement re- 
ceived.” Also, if the statement reaches 
the customer’s accounts payable section 
separately, and the request reaches that 
section after the statement has been 
checked, the effort to recheck the ac- 
count is considered unwarranted and 
so the request is usually — never 
answered. 

In confirming accounts receivable, 
reference to credit services, trade pub- 
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Simplification of Accounts Receivable Confirmation Procedures 


lications, city directories, etc., gives 
reasonable assurance as to the authen- 
ticity of the address to which the re- 
quest for confirmation was mailed. 


Handling the Replies 


When replies are received in an 
envelope bearing a postmark different 
from the address to which the confirma- 
tion was sent, the difference should be 
flagged for subsequent review by at- 
taching the postmark to the confirma- 
tion reply, or writing the name of the 
city appearing on the postmark on the 
face of the confirmation next to the 
address to which it was sent. Postmark 
differences often arise because the cen- 
tral disbursing office of the customer 
is located away from the factory or 
branch office through which invoices 
or statements of account are normally 
channeled. Where postmarks differ 
from addresses to which confirmations 
were mailed reference to correspond- 
ence or purchase orders from customers 
or to such services as Dun & Brad- 
street, Moody’s, etc., may indicate the 
reason for the difference. Inquiry of 
sales representatives of the client often 
furnishes independent explanation of 
this situation. 

Generally, confirmations are accepted 
as satisfactory when a rubber stamp has 
been applied in the space provided for 
signature of the client’s customer. How- 
ever, if the account balance is relatively 
large it is advisable to mail a second 
request with a letter of the client re- 
questing that the form be manually 
signed. If a confirmation is turned over 
to the auditor by an employee of the 
chent, the auditor should give consid- 
eration to mailing a second request to 
the customer with an appropriate cov- 
ering letter prepared by the client 
pointing out that an independent con- 
firmation is desired and requesting that 
a reply be mailed direct to the ac- 
countants. 

The reputation of both the client and 
the public accountant m iy be at stake 
in the procedure of corresponding with 


Ero2 


customers of the client. Both will be 
judged by the customer especially in 
the manner in which exceptions are 
handled. It is extremely important that 
the public accountant (who is in the 
middle of this relationship ) take all rea- 
sonable steps to insure that the business 
concerns of the country receive prompt 
and polite replies, and are thus encour- 
aged to continue to support this audit 
requirement for their mutual benefit. 
While in many respects the circulari- 
zation of accounts receivable is a rou- 
tine step requiring but very little actual 
auditing experience on the part of staff 
members assigned at the outset of the 
engagement, still the treatment of ex- 
ceptions demands the exercise of con- 
siderable business judgment. 


An Illustrative Work Program 


Some prepared forms used by the 
author on a recent engagement are 
shown on the following pages. They 
may be described as follows: 


Exhibit 

I—A detailed program in chronologica! 
order for circularizing accounts re- 
ceivable and examining ledgers, which 
requires reference to ledgers only once 
and demands that conclusions be 
reached as to how satisfactory the 
circularization was. 


II—A work sheet which tabulates the re- 
quests and analyzes the responses 
(copies of the requests may be ob- 
tained and filed according to response 
to eliminate voluminous listing on 
large engagements ). 


ILI—A work sheet used as a record of dis- 
cussion of past-due accounts with the 
credit manager. 


IV—A list of large and a few small credits 
other than cash, prepared as individual 
ledger cards were examined. The list 
was made so that the auditor would 
not require the use of the ledgers any 
longer than absolutely necessary. 


V—A work sheet which establishes that 
the examination date balance on in- 
dividual ledger cards was composed 
of specific unpaid invoices. An experi- 
enced auditor could accomplish this 
work without a work sheet. 
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The New York Certified Public Accountant 


EXHIBIT I 


PLUNK ADDING MACHINE COMPANY 


Accounts Receivable Work Program for Examining Ledgers and 


Circularizing Selected Accounts at an Interim Date 


Mailing Confirmations: 


l. 


Y 


Summarize the control accounts of the various subsidiary ledgers and agree 
total with general ledger. 


(a) Obtain from the client a copy of the aged trial balance of the various 
ledgers. (b) Since accounts are voluminous, test check footing by selecting 
certain control accounts only, say H-K and R-T. (This may be done follow- 
ing step 5.) 


Select accounts to be circularized from the aged trial balance indicating 
thereon the accounts selected. Select all accounts over $250, H-K and R-T 
and at random a number of consecutive accounts (10). Then select additional 
accounts to bring total selected to about 60% of the total H-K and R-1T 
dollar volume (usually possible in about 125 confirmations). Prepare a “con- 
trol of confirmations” work sheet, Exhibit IT. 


Indicate on the client’s copy of the trial balance which accounts you have 
selected for circularization and arrange for preparation by the client of open- 
item statements and our confirmation request forms for those accounts. See 
that the proper officer or employee of the client signs each request under the 
company name. (Refer credit balance accounts to the assistant-in-charge 
before mailing, as the sales department of the client may wish to handle large 
adjustments with customers in a more personal manner than by letting him 
know of the finality of the credit on a routine audit step.) Request client 
not to close any ledger sheets between confirmation date and the conclusion 
of your examination. 


Check the confirmations prepared by the client for completeness, staple them 
to the client’s open-item statements, and enter control numbers on the con- 
firmation and on work sheets prepared in 3, above. Also add the addresses to 
the work sheets (Exhibit II). Stuff the confirmations in window envelopes 
which have our return address in the upper left-hand corner together with 
our return envelopes (stamped) with the initials in the upper left-hand corner 
of the assistant-in-charge. Maintain physical control over the confirmations 
until mailed in a mailbox not within sight of the client’s offices or employees. 


(The following program steps cannot be executed for some time, and the assist- 


ant should generally undertake cash, fixed asset, etc., programs or report available 
until replies are received. ) 


Recording Replies: 


2 


0. 


“I 


When confirmation replies are received, note that the postmarks on the 
envelopes agree with the addresses on the confirmation forms. If postmarks 
differ, by reference to credit service manuals, correspondence files, by inquiry 
of sales personnel, or other means, determine if customers are located in the 
cities indicated by the postmarks. 


File replies by groups to correspond with columns on the “control ef co n- 
firmé ations” work sheets, such as, “confirmed,” “unable to confirm per reply,” 

“requesting further in‘ormation” (but not again replying) (Exhibit II). 
Within a group file numerically. At time of filing, post to the control of 
confirmation work sheets, and investigate any notations added by the cus- 
tomer. Record your investigation on the reverse side of the form. For exam- 
ple, if customer writes “paid November 3,” on an October 31 request, trace 
to cash receipts entry of not later than November 5 and mark form “received 
11/5.” If customer writes “unable to locate invoice 10837,” request client 


Assistant 
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I EXHIBIT I (Cont’d) 


Assistant 


to prepare a letter in reply (duplicate for our file) for us to mail together 
with a duplicate copy of the invoice; and if the first confirmation was not 
signed or if the missing invoice was large in proportion to the total account 
also enclose a confirmation form marked “second request” and our return 
envelope. To provide data for step 17 place a distinguishing mark on the 
trial balance obtained in 2 above next to the individual amount thereon 
confirmed. 


ant 


8. Send second requests to those customers not replying 14 days after first 
requests were mailed. (Statements need not be enclosed, but have client 
type on the request for confirmation “statement enclosed with first request.”’ ) 
Also have typed on the second requests (confirmations) “second request.” 


Ledger Tests: 


9. Before undertaking this step make the duplicate deposit slip test in the cash 
program and tick individual account receivable ledger card entries. Then 
execute the following steps while ledgers are still in your possession and see 
that all cash references within the cash test dates were ticked. Approximately 
45 days after the confirmation date, (a) check the detail ledgers to the trial 
balance obtained in 2 above and enter on the trial balance the date the account 
was paid, (b) at the same time list separately (Exhibit III) accounts with 
large ld open items shown on the individual ledger cards, and check accuracy 
of aged trial balance furnished, (c) also, record on a work sheet (Exhibit 
[V) all large and a few small credits other than cash. 


10. Trace, in detail, liquidation of a selected few customers’ accounts in the fol- 
lowing three classifications ; replying that they were “unab!e to confirm” due 
to their system, “no reply,” and “confirmed.” The number selected should 
depend on the responses received to requests for confirmation. Prepare a 
work sheet (Exhibit V) to record this work on individual accounts as follows: 


A. See that cash received entries since confirmation date, per the individual 
account receivable ledger cards, exactly liquidate specific invoices. See 
that invoices ‘“skipped’”’ (prima facie indication of lapping) are the subject 
of correspondence by credit manager. List the cash entries and trace to 
cash receipts book. (Cash entries in round amounts are an indication of 
lapping. ) 


B. List any credit memoranda liquidating any portion of the confirmation 
date balance. 


C. List any invoices included in the confirmation date balance which are 
still unpaid by the time of this test. Investigate these 14 days hence. 
Trace liquidation as above, but if still unpaid then discuss with credit 
manager or proper authority. 
11. Trace to services such as Dun & Bradstreet some “no reply” accounts and 
some “confirmed” accounts for addresses to which we mailed confirmation 
requests. As an alternative procedure, trace invoices comprising the unpaid 
balance of some such accounts to shipping documents, particularly to signed 
and dated copies of bills of lading of carriers. 


12. Discuss with the credit manager large noncurrent accounts listed in steps 9 
ind 10 and any other doubtful accounts that come to your attention. Record 
his opinions. (Exhibits III and IV) 


13. As to the credits other than cash listed in steps 9 and 10, trace to approved 
credit memos and correspondence on customer’s letterhead and in the case 
of returned merchandise to inventory entries. 


14. Turnish proper official (not credit manager ) of client with a list of “no reply” 
customers and customers replying “unable to confirm,” approximately 45 
days after first confirmations were mailed. 
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EXHIBIT I (Cont’d) 


Conclusions: 


iS, 


18. 


Inquire of credit manager if any of the accounts have been sold, hypothecated. 
or submitted to collection agencies. 


Formulate opinion as to adequacy of allowances for doubtful accounts and 
discuss with credit manager to minimize time required at year end for review. 


To indicate the extent of the work in relation to the total summarize results 
as follows: (Do not attempt to split an individual account balance to more 
than one of the headings below.) 


(a) Amounts confirmed*, reasonably current ..............--- $36,852.81 
(b) Amounts confirmed, noncurrent unpaid balances discussed 

VALE SCTE SOMO EE. ois grass (cars wm orsseieis idols ae are ets 854.64 
(c) Differences reported on confirmations, satisfactorily ex- 


plained (use this line to agree confirmation amount to trial 
PONANICO TASEAUMENION), 5. 6,70 5/5, ovace) 6 cata dia celss scaraushe Simin eroreveere a ohayeveckoeiatehs 2,450.67 


Subtotal agreed with “control of confirmation” work sheet F 
TEMUIE AU), ons rec ate wraraecota tare sole cnet eas eGarwin 387s $40,158.12 


(d) Accounts traced generally to substantial liquidation (other 
than confirmed ) on face of trial balance (step 9a) (except 


a5 SenOrved An (E) UPClOW) 's\;, atiaqcRear oate’s beara tewies eelees 16,619.61 
(e) Accounts traced in detail to liquidation and specific open 
invoices other than confirmed (step 10) (Exhibit V)...... 2,891.80 
(f) Specific unpaid large balances (other than confirmed) listed 
and discussed with credit manager (step 12) (Exhibit IIT) 1,024.21 
SIT fC hehe ane ae Rete! BOREL SESE peti as Ue rire en A Ae Aree $60,693.74 
Balances not subjected to individual attention (a difference 
Rare eine TOTAL HEIGW) oh ekic Sia oa wie eae eee 8,670.54 
Total accounts receivable, per control H-K .............. $69,364.28 


Confirmed is not synonymous with circularized. 


To indicate the results of the circularization (about 45 days after circulari- 
zation date) and reach a conclusion, summarize the totals on the work sheets 
prepared in step 3 (Exhibit I1). Summarize ledgers tested. 


Control Circularized Confirmed 
Le“ger No. Amount No. Amount No. Amount 


H-Ix 


(Exhibit IT) 349 = $ 69,364.28 61 $43,532.61 48 $40,158.12 


19, 


216 


R-T 353 74,219.08 64 49,133.02 58 43,195.50 
Others 2,298 819,281.04 


~ 


3,000 $962,864.40 


See that a summary is prepared segregating customers accounts receivable 
from: credit balances which will not be settled as a deductoin from receivables 
of those customers in the ordinary course of business; accounts owing by 
stockholders, directors, officers and employees; receivables from affiliated 
companies; accounts which will not be collected within one year. From 
summary, check reclassification closing journal entry prepared by client. 


General note—The portions of the program dealing with sales and inventory 
cutoff, and the review of internal control have not been reproduced here. 
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LEDGER SECTION H THROUGH K - STEP 9b 
Remarks 
Balance 
October Upon review with 
Sustomer S1,4a992 5 ta 0.us Credit Manager - GCy 
74.60 at 10/31 - $104.20) Ledger card indicates 
over 3O days pattern of slow 
$170.40 over 60 payments - Bal- 
days past due ances seldom ex- 
ceed $500. Hr. 
Halster Mfc. 424,81 at 10/31 - $220.60 Abbott states ac- 
ne over 120 days counts have been 
204.21 over 30 active for many 
days past due vears under same 
status, foresees 
no difficulty. 
ter and Smith 5324.80 at 10/51 - over 60) Fer rir. Abbott - 
days past due - some minor ciffi- 
$114.60 paid culties arose due 
11/9/3 1 to delay en route 
of shinoment. Ex- 
amined corre- 
spondence in- 
dGicatins machines 
sent f.o.b. our 
plant were re- 
ceived in November, 
Total 31,024.21 (Exhibit I) 
obus & Sons > 570.04 at 10/31 over 60 lir. Abbott states 
days past due accounts are 
fairly new, and 
he is watching 
closely. 
or Service 234.60 at 10/31 over 60 Customers meet 
hoo days past due all required 
redit standards. 
otal § 854.G4 (Exhibit I) 
ONCLUSION 
rr posting repent dates to the aged trial baiance fur- 
shed, the above accounts were the only ones that remained 
current (unpaic at 12/15/51). ‘we were informed by Kir. 
Abbott, credit manazer, that the company repossesses machines 
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Simplification of Accounts Receivable Confirmation Procedures 








EXHIBIT IV 
PLUNK ADDING MACHINE COMPANY 
CREDITS OTHER THAN CASH 
NOVEMBER 1 - 13, 1951 
LEDGER SECTION H THROUGH K - STEP 9c 
Credit Original 
memo invoice 
Net 
Date Number Date No. Customer credit Remarks 
11/1 8904 10/10 241 Hall Service $ 12.19 Accessory equipment 
not received by 
customer. 
11/1 9917 10/4 004 Haller Finish 18.16 Billed for iiodel B 


11/2 8939 10/17 427 ideal Equip. 
11/3 8990 $/25 641 Index Froducts 
11/6 O12 9/21 847 Interest Accts. 
ll/ 019 10/5 962 Haylan on 
11/9 081 10/10 167 H. N. Jetson 
li/le 129 10/22 301 Keller Exhibit 
11713 197 10/26 628 Kull uipment 
CONCLUSION 
While 
Points out that the company 


as distributors 


to arise than if sales outlets were confined to large dealers. 
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(with spare parts) 
should be Model 
BX (no spares). 
Too small to ad- 
just accounts at 
interim date.-: 

Adjust for freight 
added to invoice 
machines sent 

collect, 

iiachine returned - 
replaced in stock 

November inventory 
entries. 

Adjustment for 
ditional 10> dis- 
count - Original 
invoice should 
have been 20, 15 
and 10. Too small 
to adjust at in- 
terim date. 

563.40 Trade-in allowance 

on October new 
installation 
booked in November 
inventory entries. 
Too small to ad- 
just at interim 
date. 
°5.69 Allowance for cus- 

tomer's assembly 

labor. 

Spare parts returned - 
replaced in stock 
in Nov. 

8.82 Adjustment for 

dealer's discount - 
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adjustments appear to occur frequently Mr. Abbott 
ses many small independent stores 
and therefore the company expects more adjustments 
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Reports of Accountants — Their Problems 


and Clarification of Terminology 


By Gorvon M. Hitt, C.P.A. 


This paper brings up to date the discussion on accountants’ reports 

which has been going on in professional circles for some time. 

After reviewing the development of the present status of the sub- 

ject, it calls attention to some related problems currently under 

study. It also indicates the need for an educational campaign on 

this subject among accountants, based upon a contemplated survey 
of accountants’ reports filed with financial institutions. 


Introduction 


r is my purpose to bring you an up- 
to-date discussion of an old subject 
and I am of course hopeful it will con- 
tain something of interest to you. | 
particularly wish to describe further 
steps we are taking and expect to take 
to extend acceptance by accountants 
and others of report standards already 
expressed. In the meantime, at the risk 
of repeating things with which you are 
familiar, I would like to spend a few 
minutes in outlining report develop- 
ments of the last few years, beginning 
for a special purpose with the standard 
language of the accountants’ certificate 
prior to adoption of the expression 
“generally accepted auditing stand- 
ards”. 





Gorvon M. Hitt, C.P.A., has 
been a member of the Society since 
1933. He is now Vice Chairman of 
its Committees on Cooperation with 
Bankers and on Auditing Procedure 
and Chairman of the American In- 
stitute of Accountants’ Committee 
on Accounting Procedure. Mr. Hill 
is a partner of the firm of Haskins 
& Sells, CPAs. 

This paper was presented by him 
at a joint meeting of the Committee 
on Cooperation with Bankers and 
the Robert Morris Associates at the 
Harvard Club in New York on 
January 24, 1952. 
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There is much more in the language 
used by accountants than first meets 
the eye. Much time and thought have 
been spent to develop the conclusions 
and final expressions in their reports or 
certificates, regardless of how standard 
the language used may be. 

The bare essentials of an account- 
ant’s report consist of two paragraphs, 
one ordinarly designated as stating the 
scope of the examination, and the other 
the opinion of the accountant on the 
data accompanying his report. 

This information is all that is usually 
included in a short form report and it 
is also included in a long form report 
with such other comments and infor- 
mation as seems desirable in the par- 
ticular report at hand. 

It is not my purpose to discuss infor- 
mation normally included in so-called 
long form reports. The nature of in- 
formation that is desirable for credit 
grantors I also leave as a subject for 
others. 

I propose to comment principally on 
what I have referred to as the bare es- 
sentials, namely, the scope and opinion 
paragraphs. Reports fall into two cate- 
gories—one in situations where the ac- 
countant performs all the work he 
deems necessary and agrees with ac- 
counting principles followed and the 
other in situations where his work is 
limited in some way, whether by cir- 
cumstances or agreement or where he 
disagrees with accounting principles 
followed. Expressed another way, it 
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may be said that accountants render 
only two general classes of reports— 
one where an unqualified opinion may 
be expressed and the other where the 
accountant is unable to express an un- 
qualified opinion. 


Two Basic Pronouncements 
on the Subject 


Two documents will furnish the 
basis for most of my comments. One 
of these is the “Statement of Auditing 
Standards” and the other a bulletin or 
statement called “Clarification of Re- 
ports when Opinion is Omitted”. 

It is interesting that both of these 
were first issued as late as 1947 and 
the latter was not formally approved, 
due to a considerable debate in the 
profession on it, until 1949. 

As accountants we are interested in 
having laymen, as well as accountants, 
at least partly familiar with these docu- 
ments and a plan of education in con- 
nection therewith will be followed. 
Perhaps this talk might be viewed as a 
step in that direction. 

Further education is necessary be- 
cause the principles stated in those 
documents are not fully effective. This 
is not, we believe, due to opposition but 
to a lack of understanding of the pur- 
poses and principles behind the state- 
ments adopted. Many laymen find use 
for accountants’ reports which are not 
representative of the highest standards 
of reporting and this is partly because 
they do not fully understand that pro- 
nouncements made are not only the 
guiding views of accountants but in ef- 
fect rules which are to be observed. 

One of the documents referred to, 
namely Statement No. 23 on Auditing 
Procedure, has been referred to by the 
American Institute of Accountants as 
setting a new standard of financial re- 
porting, which it unquestionably does. 

My comments tonight are largely in 
the interest of spreading information 
regarding these standards of reporting 
and to describe to you briefly our con- 
tinuing studies and our plans to solicit 


your aid in the development of infor- 
mation for our future use. 


Early Developments 

The following historical sequence 
will show some of the steps taken to 
remedy deficiencies that existed or be- 
gan to creep into accountants’ reports, 
but which I think were seldom visible 
to the ordinary reader. 

In Statement on Auditing Procedure 
No. 1 issued in October, 1939, it was 
stated that if the auditor has omitted 
any generally accepted auditing pro- 
cedure he should make a clear-cut ex- 
ception in his report. The short form 
accountant’s report at that time did not 
refer to generally accepted auditing 
standards but stated that the account- 
ants had reviewed the system of inter- 
nal control and the accounting proce- 
dures of the company and, without 
making a detailed audit of the trans- 
actions, had examined or tested ac- 
counting records of the company and 
other supporting evidence, by methods 
and to the extent they deemed appro- 
priate. In a discussion of the subject 
of extended procedures in this State- 
ment No. 1, the Committee said that 
“the independent certified public ac- 
countant should not express his opin- 
ion when his exceptions are such as to 
negative the opinion or when the ex- 
amination had been less in scope than 
he considered necessary.” In such cir- 
cumstances the accountant should limit 
his report to a statement of his findings 
and, if appropriate, his reasons for 
omitting an expression of opinion. In 
the light of present pronouncements 
this left something to be desired. 

Early in 1941, there was added a 
statement by the accountants that their 
examination had been made in accord- 
ance with generally accepted auditing 
standards applicable in the circum- 
stances and had included all procedures 
demed by the accountants to be neces- 
sary. The standards referred to were 
only generally understood at best and 
it would have been unusual if any two 
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accounting firms would have laid most 
emphasis on the same standards. 

In October, 1942, a clarifying 
amendment to Statement No. 1 on 
Auditing Procedure recommended that 
after that date disclosure be required in 
the short form report in all cases in 
which the extended procedures regard- 
ing inventories and receivables were 
not carried out, regardless of whether 
they were practicable and reasonable, 
and even though the independent ac- 
countant may have satisfied himself by 
other methods. This was thought to 
remedy a deficiency just brought out. 


Status in 1942 


At this point—1942—there had de- 
veloped in the profession and had been 
expressed in some form the two prin- 
cipal ideas which govern our reports 
today. First—we had agreed that gen- 
erally accepted auditing standards 
should be observed, and were regularly 
stating in our reports that they had 
been followed. But what we meant was 
that we had followed standards we, as 
individuals, understood should be fol- 
lowed, for only in unassembled and 
unrelated articles were standards ex- 
pressed. The standards observed may 
have been the same, but not being 
formalized it was improbable that such 
was the case. Second—we were aware 
that if certain procedures were omitted 
it should be so stated. Also that if 
exceptions were so material as to nega- 
tive the opinion then no opinion should 
be rendered. But the manner in which 
reports were prepared in these sub- 
standard cases was not clear to readers 
since accountants were leaving many 
things unsaid. For instance, if insuffi- 
cient work was performed to permit 
expression of an opinion, then no opin- 
ion usually was given. It was some- 
times merely absent from the account- 
ants’ report. 

_ At this point, therefore, accountants 
found it desirable to express carefully 
and fully in the two important docu- 
ments referred to, as standards or 
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rules, those things which were in exist- 
ence previously by intent only. 


Recent Developments 


In October, 1947, the Statement of 
Auditing Standards was issued as a 
special study of the Committee on 
Auditing Procedure, and in December, 
1947, the controversial Statement No. 
23 on Auditing Procedure was issued 
and thereafter debated for two years, 
finally being reissued in December, 
1949, after a revision thereof had been 
approved. 

In the first statement generally ac- 
cepted auditing standards were out- 
lined, and in the second statement the 
Committee recommended, and the In- 
stitute approved, the position that 
whenever financial statements appear 
on the stationery or in a report of an 
independent certified public accountant, 
there should be a clear-cut indication 
of the character of the examination, if 
any, made by the accountant in relation 
to the statements and either an expres- 
sion of opinion regarding the state- 
ments taken as a whole or an assertion 
to the effect that such an opinion can- 
not be expressed; also, that when the 
accountant is unable to express an 
over-all opinion, the reasons therefor 
should be stated. 


Generally Accepted 
Auditing Standards 


In order to make a report applicable 
to the first category referred to brief 
and clear, that is, where an accountant 
is in position to issue an unqualified 
report, such report need merely say 
substantially in the scope paragraph 
that an examination was made in ac- 
cordance with generally accepted audit- 
ing standards and this would be fol- 
lowed by an unqualified opinion. If 
brevity were not so desirable a quality, 
and if it were considered necessary that 
the full meaning of these words be 
stated, then such an accountants’ re- 
port would include the following asser- 
tions: 
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As to General Standards 


1. That the examination had been 
performed by a person or per- 
sons having adequate technical 
training and proficiency as an 
auditor. 

2. That in all matters relating to the 
assignment an independence in 
mental attitude had been main- 
tained by the auditor or auditors. 

3. That due professional care had 
been exercised in the perform- 
ance of the examination and the 
preparation of the report. 


As to Standards of Field Work 


1. That the work had been ade- 
quately planned and assistants, if 
any, had been properly super- 
vised. 

2. That there had been a_ proper 
study and evaluation of the exist- 
ing internal control as a basis for 
reliance thereon and for the de- 
termination of the resultant ex- 
tent of the tests to which auditing 
procedures had been restricted. 

3. That sufficient competent eviden- 
tial matter had been obtained 
through inspection, observation, 
inquiries and confirmations to 
afford a reasonable basis for an 
opinion regarding the financial 
statements under examination. 


As to Standards of Reporting 


1. That the financial statements 
were presented in accordance 
with generally accepted principles 
of accounting. 

2. That such principles had been 
consistently observed in the cur- 
rent period in relation to the pre- 
ceding period. 

3. That the informative disclosures 
in the financial statements were 
to be regarded as reasonably ade- 
quate unless otherwise stated in 
the report. 

When these statements are consid- 
ered in the light of their full meaning 
and effect I think you will agree they 
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prove conclusively my earlier statement 
that there is much more than first meets 
the eye in the acocuntants’ statement 
that he has followed generally accepted 
auditing standards. Another simple il- 
lustration will suffice. As a credit 
grantor you may at times wonder if ac- 
counts receivable which you see stated 
in one amount contain any amounts 
due from directors or officers. Or you 
may have other questions as to items 
not shown in the statements. While 
you should satisfy yourself as to any 
item of interest to a credit grantor, I 
nevertheless call to your attention the 
fact that one of the standards of re- 
porting just recited was that the infor- 
mative disclosures in the statements 
were to be regarded as reasonably ade- 
quate unless otherwise stated. If such 
items therefore were not brought out 
in the statements it should be assumed 
that the items were nonexistent or were 
not material. 


Audit Procedure Statement No. 23 


I stated briefly the position taken by 
accountants in the adoption of State- 
ment No. 23. Generally speaking it 
governs the attitude of the accountant 
toward all other reports, which I have 
referred to as falling in the second cate- 
gory, namely those where the account- 
ant, for some reason, was unable to 
express an unqualified opinion. The 
following is a more detailed summary 
of the substance thereof. 


1. Anaccountant should not express 
any over-all opinion on financial 
statements if he has to take an 
exception of such materiality that 
the effect would be to dilute his 
opinion to the point where it has 
no real significance. 

2. Anaccountant should not express 
any opinion if his examination 
has been so limited in scope that 
he has no real basis for an 
opinion. 

3. If the accountant concludes that 
he is not in a position to express 
an opinion, he should say so and 
state why. 
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Accountants’ Reports 


4. If the accountant cannot express 
an opinion, has so stated and 
given the reason, he may however 
incorporate in his report any 
comments which he feels his ex- 
amination permits, including com- 
ments as to compliance of the 
statements with generally ac- 
cepted accounting principles in 
respects other than those which 
require him to withhold an over- 
all opinion. 


mn 


If the accountant’s engagement is 
the type -vhere no audit is made 
and financial statements are pre- 
sented without comment, and if 
he permits his name to be asso- 
ciated with them, the statements 
should be clearly marked to indi- 
cate that they have been prepared 
without audit. 


The things which Statement No. 23 
does not require also are important. 
Note particularly that it does not cir- 
cumscribe in any way the area in which 
an accountant may properly serve his 
client. It does not require the client to 
accept auditing work which he does not 
wish to have done and for which he has 
no real need. It does not, furthermore, 
establish any qualitative or quantitative 
standards to which the accountants’ 
work must conform and, hence, it does 
not interfere with his freedom to de- 
termine the nature and scope of the 
auditing procedures which are proper 
in any given engagement. Lastly, and 
this is of great importance, Statement 
No. 23 does not tell the accountant what 
his opinion should be. That is a deci- 
sion which the accountant, as a profes- 
sional man, must make for himself. 


You will observe that the intent of 
Statement No. 23 is to place on the 
accountant responsibility to make per- 
fectly clear the connection between his 
name and the financial statements with 
which it is associated. In spite of any 
third party’s understanding of what the 
accountant was to do, only the formal 
report thereof states the accountant’s 
position with finality. If doubt exists 


19 52 


after reading the report, only the ac- 
countant can clarify it. No assumption 
of performance is warranted. In other 
words, the accountant’s reports should 
make perfectly clear to the reader what 
his connection with statements has 
been. If it is not clear, he has not com- 
plied with professional requirements 
and it would be reasonable to ask that 
he comply therewith. 

This would certainly seem to justify 
the former reference to this statement 
as setting a new standard in financial 
reporting. 


Current Problems 


Notwithstanding the clarity and ap- 
parent finality of the statements now 
governing the preparation of reports, 
further study is continuing. Partly this 
is because the rigid requirements of 
present standards have apparently at 
least not left available an adequate or 
practical area for reporting on unusual 
or rather infrequent or non-standard 
situations. 

In cases where there is no disagree- 
ment over existing rules, there is never- 
theless a healthy difference of opinion 
among accountants as to what should 
be required in some cases, and as to 
what is required but should not be in 
other cases. 

For instance, a special committee is 
studying the question of the propriety 
of accountants preparing financial 
statements for clients before any ex- 
amination has been made or completed 
and using plain paper for the purpose 
of disassociating themselves from any 
connection with the statements. Many 
accountants propose that regular sta- 
tionery should be used and a complete 
disclaimer of responsibility issued by 
the accountant. Those who hold this 
view claim that an accountant is known 
to be associated with statements of his 
client whether or not his stationery is 
used. 

Similarly, there is being studied the 
question of the particular problems in 
connection with reports in the case of 
sole proprietorships, partnerships, etc. 
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The points involved in the discussion 
are of more importance in the case of 
sole proprietorships since these state- 
ments are likely to cover one division 
of an individual’s affairs and leave out 
personal assets and liabilities of which 
the accountant may have no knowledge. 
Such reports are in widespread use and 
it seems any problems in connection 
therewith can be met. 

In reference to standards you will re- 
call that one requirement thereunder 
was that the report should state wheth- 
er or not accompanying statements 
were in accordance with generally ac- 
cepted principles of accounting. In the 
case of organizations keeping accounts 
on what is described as the cash basis 
of accounting, there is a considerable 
problem as to the way in which reports 
thereon should be worded. It is gener- 
ally felt that the cash basis of account- 
ing is not appropriate for profit-making 
organizations and many others, but it 
seems doubtful at the moment if the 
best way to report in such cases is to 
state flatly that the statements are not 
prepared in accordance with generally 
accepted accounting principles. This 
seems to condem the statements when 
there are sound reasons for the use of 
the cash basis, many times in situations 
where its use has been approved by 
the accountants. 

Some accountants advocate stating 
in each report the purpose for which it 
was prepared so that the reader will 
be on notice when it is submitted for 
some other purpose. I have long held 
the opinion that there is no such thing 
as an all-purpose report. I understand 
that a Study Group on Business In- 
come has concluded that different con- 
cepts of business income are required 
for different purposes, as no one figure 
of net income is satisfactory to all per- 
sons. I agree fully but this does not 
imply that I or the Study Group in any 
way advocate any different standards 
for work leading to the issuance of re- 
ports on financial statements. 

Considerable discussion takes place 
from time to time regarding the re- 
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sponsibility of accountants for report- 
ing events which have occurred after 
the date of a balance sheet but prior to 
the date of the accountants’ report. If 
work were being done a few months 
after a balance sheet date for a prospec- 
tive purchaser of a business or at the 
instigation of a bank which contem- 
plated the issuance of credit, then 
transactions in such intervening period 
should be the subject of interest. If 
work were being done at the same date, 
in performance of a regular annual ex- 
amination, perhaps the transactions 
would be investigated but the account- 
ants’ attitude toward them might be 
different. There seems no logical rea- 
son for a user of a report by an ac- 
countant to look upon it as if it had 
been prepared for the specific use to 
which the reader might put it, when 
the accountant might have had no 
knowledge of such possible use. 
There seems little doubt, based on 
past decisions by accountants, that 
solutions to these difficulties will be 
found which will still hold to the high- 
est standards of reporting which ac- 
countants have adopted to date. 


Responsibility of Reader 
of Financial Statements 


The presence of the problems seems 
to me to point up the fact that an im- 
portant responsibility rests on the 
reader or user of financial statements 
to consider diligently disclosures made 
or indicated by accountants. In those 
areas in which a clear-cut position can- 
not be taken by an accountant because 
his view would be personal and not a 
generally accepted one, disclosure must 
remain the main reliance of the ac- 
countant. 

The activity of accountants seems to 
have been devoted so earnestly to mak- 
ing their services of greatest value that 
they have thought along the lines of the 
assumption of the greatest responsibil- 
ity to the public. The time is probably 
not far distant when an educational 
program should be directed at the users 
of statements to aid their understand- 
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ing of the proper reliance on account- 
ants and the extent to which responsi- 
bility for the proper understanding of 
statements rests on the users them- 
selves. 


Proposed Questionnaire— 

Survey Among Bankers 

Although developments in outlining 
desirable reporting techniques by ac- 
countants have been rapid, we agree 
that performance has not kept pace. 
We have found that neither the full 
spirit nor the letter of pronouncements 
included in Auditing Procedure State- 
ment No. 23 and probably those in the 
pamphlet on Generally Accepted Au- 
diting Standards have been completely 
absorbed to date by members of the 
profession, so we cannot believe that 
those of you who are affected by them 
to some lesser degree are likely to be 
more fully informed on the subjects. 
This is probably due partly to a lack of 
understanding, and partly to timidity 
in meeting the problems encountered in 
carrying the terms thereof to comple- 
tion. There has been suggested a cam- 
paign of education among accountants 
which will be pursued at local levels 
throughout the country, and in connec- 
tion therewith your services as credit 
grantors will be sought. 

It is proposed that in the near future 
a questionnaire will be submitted to 
most of the institutions you represent, 
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asking specific questions about reports 
filed with you. No identification of the 
institution, accountant, or subject com- 
pany will be asked. As an illustration, 
you will be asked whether reports show 
that accounts receivable were the sub- 
ject of confirmation and, if not, whether 
the accountant took full exception in- 
cluding a statement why he failed to 
perform such recognized step, also 
whether the report merely contained no 
information showing whether or not 
such a step was taken. The same ques- 
tions will be asked regarding inventory 
verification and a form of questionnaire 
which appears very comprehensive in 
scope will be submitted to you. Such a 
survey was conducted in Detroit with 
very interesting results and we hope 
that this survey may be extensively 
conducted in many states during 1952. 
It is not believed that a great burden 
will be placed on you although you will 
be asked to furnish data shown by spe- 
cific audit reports in your hands. Your 
cooperation at that time will be earn- 
estly solicited and I speak for it in 
advance at this time. Based on the in- 
formation developed by these question- 
naires we will be in position to go to 
our members with the results, the final 
purpose of which will be a continuation 
of our efforts to raise accountants’ re- 
ports to the highest level of usefulness 
and uniformity in respect of the ac- 
countants’ opinion yet reached. 
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Increasing Management Incentives—Stock 





Options and Deferred Compensation Plans 


By Puiip Barpes, C.P.A. 


The impact of heavy taxation and upward-spiraling living costs 
makes it increasingly difficult for large corporations to attract and 


hold top management personnel. 


This paper discusses some 


executive compensation devices designed to avoid pitfalls for the 

company, increase management incentives and, at the same time, 

satisfy the universal desire of an executive to increase his net 
salary after deducting taxes. 


HERE has been much newspaper 
T publicity about the spectacular sal- 
aries and bonuses paid by some corpo- 
rations to their key executives. Less 
frequently considered, however, is the 
effect of taxation on these salaries and 
bonuses. A witness before the Senate 
Finance Committee, in the course of 
hearings on the Revenue Act of 1951, 
commented that under present tax rates 
he was required to earn $35,000 in 
order to buy a Ford automobile, $400,- 
000. for a $22,000 house, $20 for a 
pound of coffee, and $58,000 for a col- 
lege education for his son. 

The combination of crushing per- 
sonal income tax rates and a spiraling 
inflation in living costs makes it impera- 
tive that corporations have executive 
compensation plans that will enable 
them to attract and hold top manage- 
ment personnel. 


Salary Increases 

Salary increases can provide a partial 
answer, of course. Psychologically, a 
large salary is attractive (there is satis- 





Puitip Barpes, C.P.A. and mem- 
ber of the New York Bar, is tax 
partner in the New York office of 
Lybrand, Ross Bros. & Montgomery 
and editor of Montgomery's Federal 
Taxes-Corporations and Partner- 
ships. He is a member of the 
Society's Committee on Federal 
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faction in being known as a fifty- or a 
hundred-thousand-dollar-a-year man, 
even if you cannot keep it), and even 
under progressive tax rates something 
is left out of each dollar of increase. In- 
creases also create problems, however, 
for both employee and employer. The 
employee is likely to find his living costs 
increased. He may desire to raise his 
standard of living, or his family may 
exert pressure for such change. Chari- 
table and social groups will expect him 
to increase his contributions to their 
purposes. The employer will feel, first 
of all, the added direct cost of paying 
compensation increases, which run the 
risk of not being deductible for tax pur- 
poses because they may be, in the opin- 
ion of the Treasury, excessive. Second, 
increases may create unrest among 
other employees and stockholders, who 
will feel justified in demanding a larger 
share of profits for themselves. Third, 
approval by the Salary Stabilization 
Board may have to be obtained before 
increases can be paid. The penalty for 
unauthorized increases can be very 
stringent—the entire salary, not merely 
the unauthorized increase, may be dis- 
allowed to the corporate employer as a 
tax deduction and/or as an allowable 
cost under government contracts. 
These considerations have prompted 
an increasing number of employers to 
seek other executive compensation de- 
vices that avoid any pitfalls for the 
corporation, that increase management 
incentives and, at the same time, satisfy 
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the universal desire of executives to 
increase their net salary after deduct- 
ing taxes. 


Stock Options 

The use of employee stock options 
as an incentive device is not new, but 
the utility of the method has, until 
recently, been narrowed by the Treas- 
ury’s position that the difference be- 
tween the option price and the value 
of the stock at the time of exercise of 
the option represents compensation 
to the employee at that time, regard- 
less of whether or not the granting of 
the option was motivated by an intent 
to compensate the employee. This view 
was adopted by the Treasury in 1946, 
following the decision of the Supreme 
Court in the Smith case (Com’r v. 
Smith, 324 U. S. 177). 

There is considerable doubt as to 
the validity of the Treasury’s position 
that in any case the “spread” repre- 
sents compensation, regardless of any 
intent to compensate; but whether or 
not valid, the ruling killed the stock 
option device. Corporation executives 
could not afford to risk accepting and 
exercising a stock option and having a 
tax asserted on the transaction at the 
very time that cash was needed to 
pay for the stock, on the chance that 
they might win in a court test. 


Restricted Stock Options 

To relieve the harshness of the 
Treasury’s position the Revenue Act 
of 1950 added Section 130A to the 
Internal Revenue Code. Section 130A 
provides a set of rules for determining 
the tax consequences of employee 
stock options where the option was 
granted after February 26, 1945 (the 
date of the Smith decision) and exer- 
cised after December 31, 1949. 
_ The liberal treatment afforded by 
Section 130A is available only to “re- 
stricted stock options.” A restricted 
stock option is one granted after Feb- 
ruary 26, 1945 to an individual, for 
any reason connected with his em- 
ployment, by his corporate employer or 
its corporate parent or subsidiary, to 
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purchase stock in any of those cor- 
porations. The following conditions 
must also be met: 

1. The option price must be at least 85 
per cent of the fair market value of the 
stock at the time the option is granted. 

2. The option by its terms must not be 
transferable except by will or intestate 
succession, 

3. The option by its terms must be exer- 
cisable only, during his lifetime, by the 
person to whom it is granted. 


4. At the time the option is granted, the 
person to whom it is granted must not 
own directly or indirectly more than 10 
per cent of the voting stock of his em- 
ployer or of its parent or subsidiary. 
The test of indirect ownership is virtu- 
ally identical to the one used to deter- 
mine personal holding company status. 
The parent or subsidiary relationship is 
determined by ownership of more than 
50 per cent of the voting power. 


Effect of Exercise of Option 

If all of the above-enumerated con- 
ditions are met, and if the employee 
exercises his restricted stock option 
after December 31, 1949, at a time 
when he is still employed by the 
corporation granting the option or by 
its parent or subsidiary, or within 
three months after the termination of 
such employment, and if the stock is 
not disposed of for two years after 
the granting of the option nor for six 
months after the receipt of the stock, 
then no income results to the employee 
at the time he exercises the option 
and no deduction is allowed at any 
time to his employer (or its parent or 
subsidiary) on account of the transfer 
of the stock to him. 


Effect of Disposal of Stock 


What happens upon the disposition 
of stock acquired through the exercise 
of a restricted stock option? To 
answer this question, it is necessary to 
compare the fair market value of the 
stock at the time the option was 
granted with the option price. If the 
option price was 95 per cent or more 
of the value of the stock at that time, 
the difference between the option price 
and the value of what is received upon 
sale or exchange is treated as a long- 
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term capital gain or loss. If the option 
price was between 85 and 95 per cent 
of the value of the stock at the time 
the option was granted, then there is 
included in the employee’s income as 
compensation, in the year of disposi- 
tion (or in the year of death if the 
stock has not been disposed of), an 
amount equal to the amount by which 
the option price is exceeded by the 
lesser of— 
(1) the value of the stock at the time of 
disposition (or at the date of death), or 
(2) the value of the stock at the time the 
option was granted. 


The basis of the stock (the option 
price) is increased by the amount in- 
cluded in income and the excess of the 
amount received on a sale or exchange 
over the basis as adjusted is taxed as 
a long-term capital gain. 

What the foregoing means tax-wise 
to the executive can be clearly shown 
by an example. It will be assumed that 
Mr. Smith receives a restricted stock 
option to purchase 100 shares of his 
corporation’s stock at a time when the 
stock is worth $100 per share. The 
option price is $96 per share (more 
than 95 per cent of the value of the 
stock). Mr. Smith exercises the option, 
paying $9,600 for his stock. At a later 
time, more than two years after the 
option was granted and more than six 
months after its exercise, he sells the 
stock for $10,600. Under Section 130A, 
Mr. Smith realized no income when 
he exercised the option ; and his $1,000 
gain on the sale of the stock is a 
long-term capital gain, subject to a 
maximum tax of $250 ($260 for tax- 
able years beginning after October 
31, 1951). 

If the option price had been $90 per 
share (between 85 and 95 per cent of 
the stock value) there would be in- 
cluded in Mr. Smith’s income as com- 
pensation in the year of the sale the 
difference between the option price and 
(a) the selling price of the stock or 
(b) the value of the stock at the time 
the option was granted, whichever is 
smaller. In this case the option price 
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was $9,000 (100 shares at $90) ; the 
selling price of the stock was $10,600; 
and the value of the stock at the time 
the option was granted was $10,000. 
Therefore Mr. Smith realizes ordinary 
income on disposition of the stock of 
$1,000, the difference between the 
option price and the stock value at the 
time the option was granted. His basis, 
$9,000, is increased by this amount 
to $10,000, so that on the sale he 
realizes a long-term capital gain of 
$600. 


Date of Grant of Option 

The requirement that the option 
price must ‘be at least 85 per cent of 
the value of the stock at the time 
the option is granted may create a 
problem with reference to determining 
what is the date the option is granted. 
The problem can arise in one of sev- 
eral ways: 

1. An option is granted on November 1, 
1951, which cannot, by its terms, be ex- 
ercised before November 1, 1952. The 
Treasury has indicated that it will con- 
sider the effective date to be the date 
the option is granted even though it may 
not be exercised until some future date. 

2. An option is granted pursuant to ap- 
proval by the corporation’s board of 
directors, subject to subsequent ratifica- 
tion by the stockholders. Section 331 
of the Revenue Act of 1951 provides 
that the effective date of such options 1s 
the date of actual grant rather than the 
date of. ratification. ; 

3. An option is granted subject to subse- 
quent approval by a government agency, 
such as the Salary Stabilization Board. 
The Treasury has indicated that the 
date of actual grant of the option is the 
effective date, even though subsequent 
approval by some governmental agency 
may be required. 


Some Typical Provisions 

A recent survey in The New York 
Times of 83 stock option plans adopted 
by companies listed on the major 
securities markets reveals that 32 offer 
stock at 95 per cent of market; 18 at 
85 per cent; 1 at 90 per cent; 5 with 
ranges from 85 to 100 per cent; and 
27 set the option price at full market 
value or even higher. The most com- 
mon time limit on the exercise of 
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options is five years; the next most 
common, ten years. Protection against 
stock splits, stock dividends, recapitali- 
zation, etc., is afforded in some plans 
by providing for adjustment of the 
number and price of option shares. 


Treasury Department Approval 

Many of the plans adopted have 
been submitted to the Treasury for 
advance approval. Pending adoption 
of the regulations in final form, no 
plans have received such approval or 
disapproval thus far. In no event will 
the Treasury pass on the valuation 
aspects of a proposed plan so that 
whether the 85 per cent or 95 per 
cent rules have been met cannot be 
covered by an advance ruling. How- 
ever, only closely held, unlisted cor- 
porations would appear possibly to be 
vulnerable in this regard. 


Salary Stabilization Requirements 

The Salary Stabilization Board has 
ruled that a restricted stock option may 
be granted on or after January 25, 
1951 without prior Board approval if 
the option price is at least 95 per 
cent of the value of the stock at the 
time of granting the option and if the 
corporation agrees not to claim any 
amount as a cost or expense for any 
purpose on account of the exercise of 
the option. Restricted stock options 
which require an option price of less 
than 95 per cent may be granted on 
or after January 25, 1951 only after 
Board approval and only if at the 
time the option is granted the em- 
ployee is entitled, under salary stabili- 
zation regulations, to a salary increase 
at least equal to the difference between 
95 per cent of the value of the option 
stock and the option price of such 
stock. 


Deferred Compensation Plans 


The principal types of devices avail- 
able to defer the receipt of compensa- 
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tion by the executive to a time when 

presumably he will be in lower income 

tax brackets are: 

(1) Pension, annuity and_ profit-sharing 
plans, both qualified and nonqualified. 

(2) Employment contracts providing for 
retirement pay. 


Pension, Annuity and Profit- 
Sharing Plans 


Pension, annuity and profit-sharing 
plans, either insured or involving the 
creation of a trust, that qualify under 
the Internal Revenue Code achieve a 
desirable tax result, since they permit 
a current deduction to the employer 
but defer taxation to the employee 
until he receives payments under the 
plan. Usually, however, qualified plans 
can provide only a partial answer to 
the problem of increasing the execu- 
tive’s net salary after taxes, since the 
Code prohibition against discrimination 
in favor of highly-paid employees 
makes broad coverage of employees 
other than executives necessary. One 
advantage of a qualified plan, so far 
as the employee is concerned, is that 
if the entire amount payable to the 
employee is paid in one year, on ac- 
count of the termination of his em- 
ployment, the excess of the amount 
of the distribution over the employee’s 
contributions to the plan is taxable as 
a long-term capital gain.* 

Where a nonqualified plan is used 
the employer receives a current deduc- 
tion for its payments under the plan 
only where the employee’s rights are 
nonforfeitable, in which case, however, 
the employee is currently taxed on the 
employer’s contribution. If the em- 
ployee’s rights are forfeitable, he is 
taxed only as he receives payments 
under the plan. However, the employer 
is not entitled to a deduction for 
contributions in any year. 


* Section 335 of the Revenue Act of 1951 further liberalizes this treatment by providing 
that if the distribution includes securities of the employer corporation, the amount of the 
excess attributable to the unrealized appreciation on such securities is to be excluded. The 
appreciation will thus be taxable only when the securities are disposed of. 
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Salary Stabilization Requirements 

The Wage Stabilization Board has 
ruled that new pension and_profit- 
sharing plans may be put into effect 
without prior approval by the Board 
if they qualify under the Internal Reve- 
nue Code and if they also meet certain 
requirements prescribed by the Board. 
These requirements are (1) a mini- 
mum normal retirement age of 65, with 
benefits reduced in case of earlier re- 
tirement; (2) benefits other than death 
benefits must be spread over the life- 
time of the employee; and (3) benefits 
derived from employer contributions 
must be deferred to the normal retire- 
ment date in cases where employment 
terminates prior to retirement. In the 
case of profit-sharing plans, payments 
may not begin until at least ten years 
after an employee’s admission to the 
plan and must be spread over at least 
a ten-year period. Thus far the Salary 
Stabilization Board has not announced 
whether similar rules will be applied 
to new pension and profit-sharing plans 


as | 


coming within its jurisdiction. 


Employment Contracts with Provi- 
sion for Retirement Pay 


The flexibility of arrangements pos- 
sible under individual employment con- 
tracts with key executives offers a 
means of avoiding the limitations and 
possible disadvantages of pension, an- 
nuity and profit-sharing plans designed 
to provide retirement benefits. The 
terms of such contracts may vary 
widely. They may provide for vary- 
ing periods of employment and retire- 
ment. They may or may not grant 
survivorship rights to the employee’s 
family. Very frequently the employee’s 
right to retirement pay is subject to 
one or more conditions, such as: 
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(1) An agreement not to enter into the 
employ of a competitor upon retire- 
ment. 

(2) An agreement that the employee, after 
retirement, is to be available as a con- 
sultant. 

(3) An agreement that the employee for- 

feits retirement pay if he resigns before 

the contemplated retirement date. 


The basic purpose is, however, to 
provide that a certain number of years 
of active service at a specified rate of 
compensation wili be followed by a 
certain number of years during which 
the employee will receive retirement 
pay, usually at a reduced rate. 

A typical contract in the case of a 
$50,000 a year executive whose salary 
the corporation wishes to increase to 
$60,000 would provide for compensa- 
tion to continue at the rate of $50,000 
per year for the next ten years, during 
which the employee would render 
active service. At the end of the ten 
years the executive retires and _ re- 
ceives $10,000 per year for ten more 
years, to be paid to his heirs should 
he die before the expiration of the 
ten-year retirement period. <A con- 
tract of this type should result in 
deferral of the deduction to the em- 
ployer and of taxation to the employee 
of the $10,000 salary increase to the 
years of payment after retirement.* 


Salary Stabilization Requirements 


While no rulings have been issued 
by the Salary Stabilization Board or 
its World War II predecessor on 
whether this type of contract requires 
approval it would appear that where no 
increase in the present rate of com- 
pensation is involved such contracts 
should be exempt from stabilization 
requirements. 


* This device has been made even more desirable by two provisions of the Revenue Act 
of 1951. Section 302 of the Act provides that amounts received by the beneficiaries of a 
decedent from his former employer, pursuant to a contract, are, to the extent of the first 
$5,000 thereof, nontaxable. Section 329 affords long-term capital gain treatment to amounts 
received by an employee from the assignment or release, after more than 20 years’ employ- 
ment, of rights to receive after retirement a percentage of his employer's future profits for 
a period of not less than 5 years (or for a period ending with the employee’s death), provided 
such amounts are all received in one taxable year and after the termination of employment, 
and provided that the rights were part of the terms of employment for at least 12 years. 
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Preparation of Price Redetermination Claims 





By Paut M. Truecer, C.P.A. 


This article describes the nature of the several types of Price Rede- 

termination Articles used in Negotiated Fixed Price Contracts 

(and subcontracts) as well as the proper manner of accumulating 
and presenting cost data in this connection. 


EFORE going into the actual Price 
Redetermination Articles them- 
selves, I would like to give you a little 
background as to their basis and origin. 
As a result of the President’s pro- 
clamation on December 16, 1950, de- 
claring that a state of National Emer- 
gency existed, Title II of the first War 
Powers Act was reinstated. This gave 
Contracting Officers authority to issue 
negotiated fixed price contracts, to 
amend contracts without consideration 
as detailed in Executive Order 10210, 
and to do all things they were em- 
powered to do during World War II. 
In order to give consideration to 
fluctuating economic conditions and to 
reduce the risks of contractors enter- 
ing into Fixed Price Negotiated Con- 
tracts, it became necessary to insert in 
the contracts various types of price re- 
determination articles, called Forms I, 
ITA, IIB, Il], 1V and V. Of course, 


the type of article to be inserted is 





PauL M. Truecer, C.P.A., was 
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Air Force, Contract Audit Branch, 
and with several prominent firms of 
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own practice, specializing in ac- 
counting for Defense Contracts. He 
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American Institute of Accountants, 
and the National Association of 
Cost Accountants. 

This paper was presented at a 
Discussion Forum Series of the Na- 
tional Association of Cost Account- 
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Chapter on October 29, 1951, at the 
National Cash Register Auditorium 
in New York City. 
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negotiated at the time the contract it- 
self is negotiated. However, as a prac- 
tical matter, at the beginning each 
agency used the type of article that it 
felt was peculiar to its own type of 
procurement, and set certain standards 
of use, such as percentages to be al- 
lowed over target in a Form IV type 
clause, or the percentage of completion 
of a contract having a IIB article at 
which point the contract would be re- 
determined. 


Use of Redetermination Articles 
Advantageous to Agencies 


A widespread use of Price Redeter- 
mination Articles in Negotiated Fixed 
Price Contracts has resulted in certain 
very definite advantages to the various 
procurement agencies. In all likeli- 
hood, that is one of the reasons why 
these articles are being used so often in 
the Negotiated Fixed Price Contracts 
being given out currently. Some of 
these advantages to the procurement 
agencies are as follows: 

a) In many instances, it accom- 

plishes the same end-result as a 
Cost Fee Contract, but reduces 
the amount of required auditing 
by the General Accounting 
Office. 

b) The amount of administrative 
supervision required by the Gov- 
ernment is likewise reduced. 

c) The money refunded by the con- 
tractor, as a result of the execu- 
tion of a price redetermination 
article, goes back to the procure- 
ment agency ; whereas money re- 
funded under renegotiation pro- 
ceedings goes back into the 
Treasury of the United States. 
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Description and Use of Price 
Redetermination Articles 


A Form I article provides for an up- 
ward or downward price revision nego- 
tiated at fixed intervals, with prospec- 
tive effect only. The interval of time 
is generally the accounting period or 
the production period, usually a three 
or a six-month period. 

A Form I article is generally used 
where an agency has had sufficient ex- 
perience with a contractor to establish 
a price for the first period. This article 
would be incorporated into the contract 
to take care of future contingencies 
only. As a matter of actual experience, 
it is not being used too often in the 
present negotiation of contracts. 

A Form ITA article provides for an 
upward and downward revision nego- 
tiated upon the demand of either party, 
with prospective effect only, and sub- 
ject to specified limitations in the con- 
tract as to the frequency of the de- 
mands. A demand for revision may be 
made by either party; however, a 90- 
day minimum period between demands 
is normally inserted in the article. 

This type of article is generally used 
on long-run contracts, where an initial 
price for the first period can definitely 
be determined. At the present time 
Form IIA articles are not being used 
too often. The tendency is in the direc- 
tion of the use of the following IIB 
type of article. 

The Form IIB article provides for 
an upward or downward negotiated 
price revision, (not to exceed 40% in 
the first revision) with the first period 
fixed, and thereafter upon the demand 
of either party subject to specific limi- 
tations on frequency of demand, gener- 
ally 90 days. The initial period price 
redetermination revision is both retro- 
active and prospective, while subse- 
quent revisions may only be prospec- 
tive. 

This article is a very common one, 
especially today, and is being used on 
long-run production contracts to regu- 
late a firm price for the balance of the 
contract. 
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The price redetermination Form JI] 
article provides for downward revision 
only, negotiated upon the Contracting 
Officer’s demand after completion of a 
contract. This type of article is gener- 
ally used on Research and Develop- 
ment Contracts, where the contract 
amount is $100,000 or less. 

The Form IV type of price redeter- 
mination article is generally called a 
target and ceiling price revision article, 
It provides for downward price rede- 
termination or a limited upward revi- 
sion of the price negotiated after the 
completion of a contract. This article 
has been very popular and has been 
used a great deal by the various De- 
partments of the Army. However, the 
trend currently seems to be more in 
the direction of the insertion of a Form 
IIB article, rather than a Form IV 
article. The reason for this change in 
the type of article now being advocated, 
in all likelihood, is due to the fact that 
Form IV type article was originally set 
up to be used for short production 
runs, whereas a Form IIB type article 
is generally used where you have long- 
run procurement. Since many of the 
agencies have had experience in the 
type of items they are purchasing, the 
tendency would be to let longer run 
production contracts and, therefore, it 
would be more advantageous to use a 
Form IIB article. 

Another possible reason for the 
swing in the direction of the Form IIB 
article might be the fact that under type 
IIB articles, redetermination is made 
while a contract is still in production, 
whereas under the Form IV type of 
article, redetermination is made after 
the completion of the contract. In view 
thereof, in the event a refund is due by 
the contractor, it is more easily collect- 
ible as a result of a reduction in the 
price of current shipments (as would 
be the case of a Form IIB type of arti- 
cle) then at the end of a contract after 
it has been fully completed and shipped. 

Basically, the Form IV type article 
has for a target the estimated bid price 
and a certain contingency allowance 
above that. From a practical view- 
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point, the agencies have been generally 
allowing about 10% above the target 
price. On the other hand the agencies 
may, if they so desire, allow the maxi- 
mum of 25% above the target price, in 
accordance with the regulations. 

Up to the target price the contractor 
obtains his allowable costs plus the 
profit negotiated in his bid. In the 
event his costs are above target price, 
he should get, as allowable items of 
cost, the costs incurred above target 
price, up to the ceiling price of the con- 
tract. The contractor will not be reim- 
bursed for any costs incurred over and 
above the ceiling price of the contract. 
There generally is no profit allowed on 
the costs between the target and ceil- 
ing price. In the event the contractor’s 
cost is below the target price and a re- 
fund is due the Government, the Con- 
tracting Officer has the authority to al- 
low the contractor a greater percentage 
of profit than that submitted in his 
original bid. This may be due to effi- 
ciency on the part of the contractor, as 
well as other elements that are advan- 
tageous to the Government and which 
would result in the contractor’s produc- 
tion of the items below the original 
estimated target price. 

The Form V type of article provides 
for an upward or downward revision 
of price, based upon the happening of 
a specified contingency, and is limited 
to that event and its direct effect on the 
costs incurred in the contract. This 
type of article may be used in addition 
to one of the other above stated articles 
in a contract. 


Use of Price Revision 
Articles in Sub-contracts 


In most prime contracts having price 
redetermination articles, a clause is in- 
cluded therein to the effect that sub- 
contracts in excess of $25,000 have to 
be approved by the Contracting Officer. 
Therefore, it would follow that any 
sub-contract containing a price redeter- 
mination article would also have to be 
approved by the Contracting Officer. 

However, in sub-contracts having 
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price redetermination articles, the 
prime contractor is directly responsible 
for the supervision and negotiation of 
the final revised price, which deter- 
mination is subject to review by the 
Contracting Officer. The procurement 
agency expects the prime contractor to 
use the same reasonable judgment in 
letting sub-contracts to protect the in- 
terest of the Government, as would the 
agencies themselves in giving a con- 
tract to a prime contractor. In the 
event a Contracting Officer is of the 
opinion that the prime contractor has 
not used reasonable judgment or per- 
formed a sufficiently detailed examina- 
tion in order to give out or redeter- 
mine a sub-contract or purchase order 
price, he has the authority to request 
his own audit or cost analysis section 
to perform a more detailed review and 
make a final determination based on 
the findings of this review. 


Presentation of Cost Data 


A War Department Cost Analysis 
Form, called WD-105A, listing the ele- 
ments of cost and selling price, is gen- 
erally used for the presentation of cost 
data. The exact form of presentation 
to be used has not been standardized 
and, therefore, it may be any form 
which presents an analysis of the costs, 
by elements. 

In order to accumulate costs under 
contracts having price redetermination 
articles, it is absolutely necessary that 
contractors maintain cost records that 
yield actual (or as near as possible to 
actual) costs for each contract. These 
records need not be elaborate. The 
various procurement agencies would 
like their contractors to have a good 
standard cost system (job order or 
process, as the case may be) reflecting 
variances as well as actual costs, all 
controlled by the factory or general 
ledger. In the absence of one of these 
systems, as stated above, a statistical 
cost system giving actual costs, which 
is tied into primary records but not con- 
trolled by the general ledger, will also 
be generally acceptable. It is a matter 
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of how the records are maintained and 
what they represent that will be deter- 
minative of the credence that the audit 
agency will give to them. If the con- 
tractor cannot afford an elaborate, de- 
tailed cost system, he may maintain a 
simple set of records that will give 
fairly accurate costs; but he must be 
sure that his figures are supported in 
an orderly manner so that there will be 
no doubt in the minds of the audit 
agency that they are consistent and re- 
flect the cost of the product on the con- 
tract. 

Prior to entering into the Govern- 
ment Contract field, a qualified repre- 
sentative of the contractor’s firm or its 
independent auditors should make a 
complete review of the cost accounting 
and general accounting system for the 
purpose of determining the following : 

1) Does the contractor’s cost and 

general accounting system meet 
with the requirements of the pro- 
curement agencies? 
Will the cost and general ac- 
counting system result in maxi- 
mum reimbursement under Govy- 
ernment contracts ? 


A review of the contractor’s direct 
labor costs might indicate that he would 
do better under Government contracts 
if items such as the following were con- 
sidered as direct labor : inspection ; set- 
up labor; packing labor ; and material- 
handling labor. Naturally, if a reclassi- 
fication of the foregoing items from in- 
direct labor to direct labor is decided 
upon, the same procedure should apply 
to these items on an over-all basis. 

A review of the contractor’s over- 
head pools might indicate that he would 
obtain more reimbursement on Gov- 
ernment contracts if he charged certain 
indirect expenses, such as the follow- 
ing, directly to the contract: traveling 
expenses of personnel directly applica- 
ble to the contract; packing supplies ; 
salaries of indirect labor personnel who 
are entirely engaged on Government 
work ; tooling costs ; pre-production ex- 
penses; and engineering salaries. A 
review of this type might also indicate 
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that the creation of separate burden 
rates, such as a Material Handling 
Overhead Rate and an Engineering 
Department Overhead Rate, might 
yield greater reimbursement. 

Asa result of all of these points men- 
tioned above, one can see how necessary 
it is to take an inventory of the cost 
and general accounting system prior to 
entering actively into Government con- 
tracts. 

The submission of costs pertaining to 
Forms I, IIA and IIB articles gener- 
ally requires the same type of informa- 
tion and mode of submission. With the 
use of a cost analysis Form WD-105A, 
or some form of a similar nature, the 
contractor should submit his actual unit 
cost as incurred during the first period 
of the article under the contract. Using 
another WD-105A, or a form of a simi- 
lar nature, the estimated cost to com- 
plete the contract or projected cost for 
the next period, as required under the 
article, should be submitted. In a sepa- 
rate covering letter reasons should be 
stated for the increase or decrease in 
unit costs between the actual unit cost 
incurred and the estimated unit cost to 
complete the contract or for the next 
period under the article. Unit costs, 
when submitted, should be detailed ac- 
cording to the various cost elements 
ordinarily used on the War Department 
Cost Analysis Form WD-105A. 

Manufacturing, General and Admin- 
istrative Overhead Rates should fairly 
represent the period .covered by the 
prime costs. These overhead rates 
should be apportioned according to one 
of the various bases generally accepted 
by the Government. For Manufactur- 
ing Overhead the following methods 
are generally acceptable: labor dollars; 
labor hours ; machine hours ; and prime 
cost. 

For General and Administrative ex- 
penses the following bases for proration 
are generally acceptable: costs incur- 
red; cost of production; and cost of 
sales. 

In the preparation of costs to be sub- 
mitted in connection with articles I, 
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IIA and IIB, one of the immediate 
problems that should be planned for is 
how to obtain unit cost data at an in- 
terim point in the contract. This item 
is very important and is a potent reason 
why cost accounting departments 
should be familiar with the type of ar- 
ticle in the contract. The methods most 
commonly used are as follows: 

1) A physical inventory is taken at 
the interim point in the contract. 
In the event that a job order 
system is used, a separate job 
number can be assigned for ac- 
cumulation of the costs up to the 
interim point. 


? 


In the event the contractor has a 
standard cost system, the stand- 
ard unit cost plus applicable var- 
iations to the interim period will 
reflect the actual cost as nearly 
as possible. 


Ww 


4+. 


Any other scientific, acceptable 
cost method, such as projecting 
the contract to completion, estab- 
lishing a unit cost, and giving 
effect to these unit costs up to 
the interim point. 


In the submission of costs under a 
Form III article, the total costs incur- 
red on the contract will be submitted 
in a simple fashion as under the fore- 
going articles. The same type of form 
detailed by cost elements should be 
used. However, this type of an article 
necessarily does not require the compu- 
tation of any projected or estimated 
costs to complete the contract. It re- 
quires only the actual cost incurred 
applicable to the contract. 


In the submission of costs under a 
Form IV type article, the same proce- 
dure and conditions would exist as 
those under a Form III article. The 
price and negotiation of a revised price 
would be based on total costs incurred 
on the contract. In the event there is 
more than one item under the contract, 
and the price redetermination article 
requires it, separate unit cost data 
should be submitted. If there is no 
specific requirement as to cost by items, 
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the total cost on the contract should 
be submitted. 

In connection with a Form V article, 
the cost could be presented by either 
of two methods: 

1) The total costs of the event, only, 
as specified in the article. 

The total cost on the contract, in- 
cluding the cost of the event, as 
specified in the article. 


Ww 


Here again, the costs may be pre- 
sented in the same manner as indicated 
above, following or using a Form 


WD-105A. 


Sub-Contractors Preparation of 
Price Redetermination Claims 
The same data should be submitted 

by sub-contractors of a prime contrac- 

tor, as is required by the Government 
in connection with their prime contrac- 
tors. The only variance will be that the 
prime contractor will negotiate the 
price revision instead of the Contract- 
ing Officer. It is desired to emphasize 
that all final determinations by a prime 
contractor with his sub-contractor in 
connection with price redetermination 

clauses are subject to the approval of a 

Contracting Officer. 

In many instances prime contractors 
are providing in their sub-contract or 
purchase order agreements, that costs 
in connection with price redetermina- 
tion clauses shall be determined in ac- 
cordance with ASPR XV. According 
to regulations such cost redetermina- 
tions apply only to Cost Fee Contracts, 
and should be used as a guide when 
applied to Fixed Price Contracts. 


General 

In the presentation of cost data un- 
der price redetermination articles, I 
would like to discuss several indirect 
items which have a great deal to do 
with the ultimate result of an audit of 
this nature. It is very important, when 
presenting cost data, that the data sup- 
porting all costs submitted be prepared 
and maintained in an orderly fashion. 
They should be filed in such manner 
that the information is readily available 
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during the course of the audit. The 
working papers should be sufficiently 
detailed to show the background and 
build-up of the information being sub- 
mitted. It is far better to have more 
detailed working papers in support of 
costs than to have sketchy and inade- 
quate papers. The type of substantiat- 
ing data, such as is being discussed, is 
a factor in the determination by the 
auditors of the accuracy and reliability 
of the figures. 

I would also like to suggest that a 
representative of the contractor’s or- 
ganization be appointed to act as a 
liaison man between the agency audi- 
tors and the various members of the 
contractor’s company. This does away 
with duplication of effort as well as in- 
terference with the work of the various 
people in his organization. It also 
tends to expedite the audit, since the 
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contractor’s representative will always 
attempt to keep sufficiently ahead of the 
auditors with respect to audit informa- 
tion and detailed data needed by them, 
An organizational set-up of this type 
will also tend to centralize the informa- 
tion that is going to the auditors, as 
well as to provide some indication of 
the result of the audit by the auditors, 
Invariably, the representative will have 
an opportunity to discuss the audit 
findings prior to the completion of the 
audit. This discussion is of the utmost 
importance, because it gives the con- 
tractor an opportunity to learn what 
the result of the audit is going to be 
and, also, what additional information 
the contractor will require in order_to 
resolve any questionable points during 
the course of negotiation before the 
Contracting Officer. 


ORD 


AN ADIRONDACK VIEW 


Snowed Under—We are all snowed under at this time this year, but expect to get 
thawed out or dug out in time to have Upper Saranac Lake open for the Adirondack 
Conference at Saranac Inn June 15th to 18th. Walter Beach may want to catch some 
fish—that’s what conferences are for, aren’t they? And Paul Seghers may want to go 
swimming—and Howard Swartz may want to do some sailing. 


Two income tax reactions are: 


1. The New York regulations are not too clear and frequently fight with each 


other—sort of a family affair, I guess. 


2. Why doesn’t my tax service contain a U. S. form 1040-C or the instructions 
that go with it? I want to know how to take credit on a final form 1040 for 
income tax paid by a client of French ancestry who went home to see the folks 
last summer. Little CPA offices don’t have big problems—but they sure do have 
a big bunch of little problems. 





LeonArD Houcurton, C.P.A. 
“Adirondack Chapter.” 
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Case Study of Budget Development for 


a Manufacturer 


By TueopvorE R. Pie, C.P.A. 


This paper sets forth the actual steps taken by a small manufactur- 
ing company, under the guidance of its independent auditors, in 
establishing a complete operating budget. 


PREVIOUS article* in this series 
A stressed the importance of budget- 
ing for the smaller business during the 
present period of increased production 
for defense and the civilian economy. 
It provided an outline of procedures 
which may be used as a guide by al- 
most any manufacturer in compiling 
the data required to establish an oper- 
ating budget. 

This article sets forth the actual steps 
taken by a small manufacturing com- 
pany, under the guidance of its inde- 
pendent auditors, in establishing a com- 
plete operating budget. In addition to 
providing a basis for the planning of the 
financial requirements of the business 
as a whole, this program had the added 
objective of providing an expense-con- 
trol tool against which the performance 
of each department may be measured. 
Where a small business is primarily in- 
terested in the objective of financial 
planning at this time, certain of the 
techniques need not be carried to the 
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departmental level. However, as pre- 
sented here they may well be of practi- 
cal interest to many independent 
accountants. 

The company in our case study man- 
ufactures and sells an office machine in 
several basic models. The general office 
is located at the factory. A general 
sales office is maintained in New York 
and small sales and service branch 
offices are located in various cities. 


Preparing Budget Estimates 


Before beginning the development of 
the budget itself it was necessary to 
have an up-to-date organization chart 
of the entire company down to the level 
of foremen or administrative depart- 
ment heads and including the number 
of employees in each department. Such 
a chart was not available but was quick- 
ly prepared by the client’s personnel. 


Selection of Budget Centers 


As the budget was to be used for 
cost control purposes as well as over-all 
financial planning, the next step was 
to designate the “budget centers.” 
These are the smallest organization 
units for which a budget estimate would 
be made and for which expenses were 
to be assembled for comparison with 
budgets. They were selected from the 
organization chart giving consideration 
to the following factors : 

1. Each budget center, whether a 
single department or a group of 
them, had to be responsible to one 
supervisor. 


ada Budgetary Problems in the Light of the Current Emergency, by Eugene P. Hagan, 
C.P.A. The New York Certified Public Accountant, May, 1951, p. 335. 
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2. The budget centers had to repre- 
sent definite activities which were 
worthwhile reporting. 

3. They were to be of a convenient 
size in terms of personnel. 

Before the final determination of the 

budget centers was made, the list was 

reviewed with such executives as the 
treasurer, the production manager, the 
sales manager, and the chief engineer. 

The company’s independent account- 
ants decided that the chart of expense 
accounts which was in existence would 
not conveniently accumulate the ex- 
penses incurred in these budget centers. 
This portion of the chart of accounts 
was therefore revised by them, and 
expense accounts were provided with 
numbers to correspond with the num- 
bers assigned to the budget centers, and 
with sub-accounts for only those kinds 
of expenses which were deemed con- 
trollable in each particular center. 

It was only after the foregoing work 
had been completed, and approved by 
inanagement as properly presenting the 
operational classifications desired for 
control purposes, that the actual com- 
pilation of budget estimates began. 


Sales Budget 


The first individual budget to be de- 
veloped was the sales forecast. Here 
one had to depend largely on the sales 
manager after outlining to him the kind 
of data that were required. He com- 
bined estimates made for the major 
geographical districts by models, detail- 
ed by months for the first six months of 
the year and by quarters for the last six 
months. As a check on this forecast the 
accountants used records of past expe- 
rience, the exising backlog of orders, 
and called upon the treasurer for cor- 
roboration based upon his general 
knowledge of conditions in the industry. 

When the sales forecast was com- 
pleted and tentatively approved, the 
program developed along two separate 
lines. The public accountants met with 
the people assigned to work with them 
and explained the data that were re- 
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quired, and the purposes for which they 
were needed. Of equal importance with 
the obtaining of data was the awaken- 
ing of interest in participating in the 
budget estimates on the part of those in 
the secondary level of management. 


Production and Manpower Budgets 

Based on the sales forecast and de- 
sired inventory positions at the end of 
each quarter, the production manager 
and one of his assistants prepared a 
production schedule in terms of the 
various models. From this, a produc- 
tion schedule of the component parts 
required was also constructed. ‘These 
schedules were prepared by months for 
the first half of the year and in total for 
the second half. From the standard 
parts data it was now possible to sched- 
ule the number of hours of ‘productive 
labor which would be required in both 
the machining and the assembly depart- 
ments for each of the first six months. 

At this point the production manager 
met with each machining and assembly 
department foreman to work out the 
manpower requirements for both pro- 
ductive and indirect workers in each 
department. In the smaller business the 
manpower schedule cannot usually be 
made flexible enough to vary directly 
with the schedule of productive hours, 
but, for each of the months, the number 
of workers of each type was agreed 
upon. The final results were a com- 
promise between flexibility and_ the 
need of maintaining a stable working 
force. 


Fixed-Variable Expense Analysis 


At the same time, the treasurer’s as- 
sistant (who was in charge of the bud- 
get preparation for the company) was 
making studies of the extent to which 
indirect labor and other manufacturing 
expenses had varied with the volume of 
production in the past. Under the di- 
rection of the independent accountants 
he began to accumulate statistics. For 
each of the manufacturing departments 
indirect labor and other expenses were 
plotted on scattergraphs against the 
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number of productive hours for each of 
three months in the past vear. The 
months were selected to provide exam- 
ples of different levels of production. A 
line was fitted to the plotted points 
from which the amount of fixed ex- 
pense per month and the amount of 
variable expense per productive labor 
hour could be determined. It was found 
that some expenses were of a predomi- 
nantly fixed nature while a few, such 
as indirect labor, factory supplies, and 
light, heat and power had variable and 
fixed components. 


Staff Departments 

The accountants asked the heads of 
each of the staff activities (namely, the 
engineering, production control, ad- 
ministrative office, and sales depart- 
ments) to prepare estimates of the 
number of employees they would re- 
quire and of the other expenses of their 
departments. These estimates were 
based largely on the present year’s ex- 
perience and on activities which man- 
agement had already decided should be 
dropped or added. The production 
manager had to include in his estimate 
a considerable sum for a plant rear- 
rangement program which had already 
been started but was far from complete. 

At this point a so-called “manpower”’ 
budget had been created. This was now 
converted into what the independent 
accountants called the “base pay roll,” 
by ‘applying to the various classifica- 
tions of employees by departments the 
proper wage and salary rates adjusted 
for expected increases to be given at 
the beginning of the year. From the 
base pay roll it was relatively easy to 
compute the estimates for such supple- 
mentary pay roll costs as federal old 
age benefits tax, unemployment insur- 
ance, group insurance, vacation and 
holiday pay, ete. 

The fixed expenses which were 
budgeted only to the major divisions 
of the business, Manufacturing, Ad- 
ministrative and Sales, and not to 
budget centers within these divisions, 
were estimated in the treasurer’s office 
on the basis of experience and specific 
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information for the coming year. For 
example, rent was based on the provi- 
sions of the leases in effect, insurance 
on the policies in effect and the addi- 
tional coverage that was to be obtained, 
professional fees and dues were 
estimated from the previous year’s 
experience. The accounting department 
supplied figures for the monthly de- 
preciation charges and minor revisions 
were made in these to include specific 
additions of equipment which had al- 
ready been approved. 


Materials Budget 

Standards had been set previously 
to cover the direct material require- 
ments for all parts manufactured and 
now, by reference to the production 
schedule and current materials prices, 
it was possible to prepare a budget for 
the purchase of these materials. 


Combining the Budgets 


Upon completion of the foregoing 
there was available: 

1. A sales forecast by models and 
by months. To these figures the 
selling price of each model was 
applied to arrive at the forecasted 
sales income. Sales returns and 
allowances were computed by use 
of a percentage based on past 
experience. 

A production schedule by models 

and by months. 

3. A budget for the purchase of 
raw materials based on the pro- 
duction schedule. 

4. A budget of direct labor costs 
taken from the manpower sched- 
ule. 

5. Expense budgets for each budget 
center. 

The expense budgets for administra- 
tive, general sales department, engi- 
neering, and production control centers 
were set up as fixed monthly amounts. 
In determining the budget allowances 
for most of the items of expense in the 
district sales offices and in the machin- 
ing and assembly departments, the 
independent accountants provided a 
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fixed monthly amount plus an amount 
determined by applying a fixed ratio to 
the measure of activity. For example, 
the budget for indirect labor in the 
Drill department might have been 
stated at $960 per month plus $.055 per 
direct labor hour. In a month in which 
the Drill department operated at 4,000 
direct labor hours, the budget for in- 
direct labor would be $1,220 ($960 
plus 4,000 x $.065). 


Budgeted Profit and Loss Statement 

It was now possible to combine the 
budgets and see whether the result 
would be a satisfactory profit objective, 
and for this purpose the accountants 
prepared a budgeted profit and loss 
statement. The net sales income was 
taken from the sales forecast, adjusted 
by the estimated returns and allow- 
ances. The units in the sales forecast 
were costed at standard material and 
labor costs, and the sum of the budgets 
of the manufacturing centers, computed 
for the expected volume of production, 
was used as the overhead cost. Included 
in the cost of sales was an estimate of 
the excess cost over standards expected 
to be incurred on new models which 
had recently been released by the engi- 
neering department to the factory for 
production. Administrative and selling 
expenses were taken from the budgets 
for these departments. Thus, the esti- 
mated net income was obtained, to 
which the federal income tax rate was 
applied to arrive at the estimated net 
profit after taxes. 

This estimate of net profit was, of 
course, predicated on the attainment 
of the sales volume which had been 
forecasted. Although it was felt the 
forecast had been made carefully, it 
was by no means certain that it would 
actually be realized, especially as it 
represented a greater volume than any 
the company had yet experienced. It 
was inevitable that the question would 
be asked as to what the profits would 
be if sales volume turned out to be at 
a different level. From the analyses 
made in building up the budget esti- 
mates it was known that there were 
considerable amounts of fixed costs 


* See Figure 1. 
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involved, so that the profit could not 
be computed pro-rata with sales. 


Break-Even Chart 


The independent accountants there- 
fore constructed a break-even chart* 
from the budget figures, not only to 
determine the estimates of net profit 
which could be expected at different 
levels of sales, but also to determine 
at which level of sales volume no profit 
at all could be expected under the exist- 
ing plans of operation. The budgets for 
the divisions of the business which 
were considered on a fixed basis en- 
tirely were first plotted as horizontal 
lines, one layer on top of the other. The 
manufacturing and district _ selling 
budgets which were on a semi-variable 
basis were added. Finally the com- 
pletely variable direct labor and direct 
materials costs were plotted, from the 
total of fixed costs on the vertical axis 
as the starting point. The slope of the 
top line now represented the increase 
of total costs with volume. The point 
on the left vertical axis of the chart, 
representing zero volume, at which this 
total cost line begins, represents the 
total fixed costs of the business as far 
as they could be determined. The line 
representing the sales income was 
drawn in from the zero point, and the 
point at which it intersects the total 
cost line represents the volume of sales 
at which the business would neither 
make a profit nor a loss, the “break- 
even” point. The spread between the 
sales income line and the total cost line 
at the forecasted volume of sales equals 
the net profit before taxes in the fore- 
casted profit and loss statement. 


Review of Tentative Budget 

All of the budgets developed up to 
this point as well as the budgeted 
profit and loss statement were still 
referred to as “tentative.” That is, they 
had not yet been accepted by top man- 
agement as being the planned objective 
for the company. All concerned were 
therefore prepared to review all of the 
individual budgets and to make revi- 
sions if indicated. A meeting of top 
management was held to examine the 
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“tentative” budget. Present at this 
meeting were the President, Sales 
Manager, Production Superintendent, 
Treasurer and two members of the 
Board of Directors. The independent 
accountants showed them a summary of 
the budgets by the major divisions of 
the business, the budgeted profit and 
loss statement, and the break-even 
chart. 

The forecasted net profit appeared 
rather low to the management in view 
of the anticipated volume of sales, but 
it was agreed that it was not so low as 
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to be considered unsatisfactory. It was 
felt that it was an objective which was 
certainly attainable. But a study of the 
break-even chart caused considerable 
surprise and alarm. The break-even 
point was higher than anyone had ex- 
pected; in fact the Directors recalled 
that before the war the company had 
made a quite satisfactory profit with 
sales at that level. It was immediately 
apparent that failure to realize the fore- 
casted sales volume by a rather small 
margin would make a deep slash in the 
budgeted profit, while any considerable 
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drop in volume would run the figures 
into the red. 


The management felt that too large 
a proportion of the expenses had been 
classified as fixed. Their first reaction 
was simply to change the budget, as if 
revising the figures that had been com- 
piled would correct the situation. But 
the accountants pointed out that the 
budgets had been prepared in accord- 
ance with existing plant and office 
facilities, and other conditions, which 
it was expected would continue. To 
change any considerable portion of the 
fixed costs to variable, or to eliminate 
them altogether would require a drastic 
change in operating plans. There had 
been considerable expansion of facilities 
and equipment, and in staff services 
such as research and industrial rela- 
tions, all of which had apparently been 
based on an anticipation of continuous- 
ly increasing volume. The organization 
had been geared along that line and 
changes could not be made overnight. 
They also pointed out that cutting re- 
search expenses or advertising, for 
example, might preclude the company 
from attaining a higher volume of sales 
or of even keeping abreast of competi- 
tion. There was not much that could be 
done to cut depreciation, taxes, insur- 
ance and maintenance of the expanded 
plant, and while expansion may have 
proceeded too far or too fast, the best 
remedy seemed to try to keep these 
facilities busy. 

It was decided that certain desirable, 
but not essential, staff services were 
over-expanded. A review of the budg- 
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ets for the industrial relations and 
production ccntrol departments was 
ordered, and all department heads were 
to concentrate on the reduction of fixed 
expenses. It was admitted, however, 
that the principal objective must be 
actually to attain the forecasted sales 
volume. All agreed that the break-even 
chart had brought to light a dangerous 
condition which would otherwise have 
not been so apparent. 


Budget Reports 


After the revisions had been made, 
with the department heads concerned, 
the budget was approved by this com- 
mittee. The independent accountants 
made preparations to establish the 
routine for the prompt issuance of 
monthly comparative reports of budg- 
eted and actual expenses for all depart- 
ments. During the first few months of 
the budget period the accountants 
visited the company from time to time 
to examine the monthly reports and 
aid in the interpretation of the larger 
variances. They helped the Treasurer's 
personnel in streamlining the report 
procedure until the routine worked 
smoothly and reports were prepared 
quickly after the end of the month. 

It is interesting to note that no re- 
port was ever issued to the client on 
this engagement. The company’s inde- 
pendent accountants had endeavored to 
guide the client in arriving at a method 
of planning and of measuring the re- 
sults, and when this was accomplished, 
the client was ready to proceed under 
its own power. 
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What Is Wrong with Municipal Account- 
ing Problems On the Uniform 
C.P.A. Examination? 


By Max ZIMERING, C.P.A. 


This article points up certain difficulties in the areas of terminology 
and statement form, encountered by CPA candidates answering 
municipal accounting questions appearing on the Uniform CPA 
Examination. It proposes that the recent publication of The 
National Committee on Governmental Accounting—Municipal 
Accounting and Auditing—be recognized for purposes of this 
examination as the latest authoritative statement of the generally 
accepted principles of governmental accounting. 


a an article entitled “How the Uni- 

form C. P. A. Examination Is 
Made Up, Graded and Administered”! 
the author states that “Raw materials, 
questions, ideas for problems, and sug- 
gested solutions are obtained from in- 
dividual practitioners, accounting firms, 
members of state boards of account- 
ancy, and college teachers.” 

This writer feels that while it is true 
that there is an apparent lack of agree- 
ment among practitioners as to what 
constitutes the generally accepted prin- 
ciples of governmental accounting, 
those advocated by the National Com- 
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mittee on Governmental Accounting 
(formerly Municipal Accounting) to- 
gether with the forms of the statements 
and terminology which it recommends 
should be adhered to in the examination 
questions. 

It is equally true that practitioners 
must give consideration to the require- 
ments of law in each situation. These 
may, and usually do, affect the practi- 
tioner in his attempt to follow consist- 
ently what he might consider to be 
proper principles, forms of statements, 
and terminology. There is no reason, 
however, for the Examination Board 
to use problems which employ termi- 
nology which may depend on special 
legal requirements. For example, the 
May 1935, November 1937, and No- 
vember 1947, Practical Accounting ex- 
aminations used either the term “‘capi- 
tal fund” or a single “capital account” 
to include the fixed assets and fixed 
liability group of accounts. The May 
1948 Practical Accounting Examina- 
tion employed ‘expendable revenue 
fund” in lieu of “special revenue fund” 
and called for a single statement of 
“revenues, expenditures and surplus.” 

The term ‘capital fund” is not in 
accordance with the pronouncements 
of the National Committee on Govern- 
mental Accounting’ of the Municipal 


1 By Donald P. Perry; Journal of Accountancy, February 1950, pp. 108-113. 


ry 


- Ibid., p. 109; emphasis supplied. 








Finance Officers Association of the 
United States and Canada, or with the 
widely used text on Municipal and 
Governmental Accounting by Chatters 
and Tenner.’ There is no relationship 
between the debts of a municipality and 
its fixed assets. The fixed assets are 
not security for the debts incurred—the 
security for a government’s debts lies 
in its taxing power. In a recent pub- 
lication of the Municipal Finance Offi- 
cers Association there appear the fol- 
lowing comments pertinent to the 
above discussion : 
_ “GENERAL FIxep Assets. The general 
fixed assets of a municipality should be 
accounted for in a group of accounts sep- 
arate and distinct from the accounts of any 
fund. The value cf general fixed assets is 
not available to meet fund obligations. For 
that reason the general fixed asset accounts, 
except those of utility funds or other busi- 
ness enterprises, should not be reflected in 
any fund. * * *, 

“GENERAL BoNDED Dest. The sale of 
bonds results in a liability to the city which 
must be recorded in the accounting records. 
The liability for general city bonds, other 
than for utility or special assessment im- 
provement bonds, will be carried in a sep- 
arate group of self-balancing accounts in 
the general ledger. The reason is that ex- 
cept in unusual instances, general city bonds 
are not secured by the assets acquired from 
the proceeds of the issue. The security for 
the bonds is the municipality’s right to levy 
taxes, and therefore, the offsetting account 
represents the amount of taxes to be levied 
in the future years. At the time an entry 1s 
made in the bond fund to show the proceeds 
from the sale of bonds, an entry is made in 
this group of accounts debiting amount to 
be provided for retirement of general bonds 
and crediting general bonds payable.’’4 
There are, however, some munici- 

palities that do maintain a capital fund 
and, in fact, the law does require such 
a fund in some states. For example, 
the uniform annual reports required to 
be filed by counties and cities with the 
Comptroller of the State of New York 


3 Prentice-Hall, Inc., New York. 1947. 





1950, p. 14; Emphasis supplied. 


1947, p. 3. 
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call for this. In such cases, this writer 
suggests that it be prepared in the form 
suggested in Municipal Accounting and 
Auditing.» This form combines the 
general fixed assets and general bonded 
debt and interest, and eliminates the 
balancing account called “surplus in- 
vested in fixed assets.” 

In the most recent publication of the 
National Committee on Governmental 
Accounting the following appears : 

“GENERAL FIXED ASSETS AND Bownps, 

General fixed assets should not be offset by 

general bonds because there may be no re- 

lationship between the general fixed assets 
of a municipality and its general bonded 
debt. The bonded debt may have been in- 
curred at least in part for purposes other 
than the acquisition of fixed assets. On the 
other hand, a large part of the fixed assets 
may have been acquired in ways other than 
through bond issues. Rarely is any part of 
the bonded debt secured by mortgages 
against specific properties, except in the 
case of utilities or other enterprises. Fi- 
nally, fixed assets usually cannot be seized 
or sold to satisfy bonded indebtedness. In- 
stead of being offset by general apna 
general fixed assets should be set up in 

separate self balancing group of accounts 

For reporting purposes, however, it is 

proper to prepare a combined statement ot 

general fixed assets and general bonds, 
provided such statement is similar in form 
to the one illustrated in Form 39.” 


The term Capital Fund is erroneous 
from another point of view. It does not 
meet the accepted definition of a fund, 
which is “a sum of money or other re- 
sources set aside for the purpose of car- 
rying on specific activities or attaining 
certain objectives in accordance with 
special regulations, restrictions, of 
limitations.”” A fund is an independent 
entity, and a separate group of accounts 
must be provided for each fund to show 
its assets, liabilities, reserves and sur- 
plus as well as its revenue and expendi- 
tures.8 The balancing account, “Sur- 


4 Simplified Municipal Accounting, Municipal Finance Officers Association, Chicago, 


5 The National Committee on Governmental Accounting, Chicago, September 1951, p. 140. 

6 Municipal Accounting and Auditing (supra, note 5) p. 126. 

7 National Committee on Municipal Accounting (now called Governmental Accounting), 
Municipal Accounting Statements, Chicago, 1941, p 168. 

8 Municipal and Governmental Accounting, Chatters and Tenner, Prentice-Hall, Inc., 
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Municipal Accounting Problems on the C.P.A. Examination 


plus Invested in Fixed Assets,” form- 
ing the capital of the non-existent Capi- 
tal Fund is even more inadequate. 
Would the title for the fund balance be 
“Deficit Invested in Fixed Assets”, if 
the debts were greater than the assets ? 

The term expendable is used in con- 
nection with trust funds because of the 
existence of non-expendable trusts. Its 
use in conjunction with the word 
revenue to describe a special revenue 
fund is misleading to the candidate for 
the examination who has either worked 
at or studied governmental accounting. 


Many practitioners have used a state- 
ment to present a summary of opera- 
tions, in which the revenues and ex- 
penditures are listed in summary form 
(with general description of the source 
and purpose), together with the open- 
ing and closing surplus balances. It is 
supported by detailed statements of 
revenue and expenditures compared 
with budget estimates and appropria- 
tions. However, until recently,’ there 
was no basis in municipal accounting 
literature for such a statement. As a 
result, students of governmental ac- 
counting were taught that accounting 
for the general fund requires the fol- 
lowing three statements in addition to 
its balance sheet: a revenue statement, 
which compares (by source) the actual 
revenue with the estimated revenue, to- 
gether with the resulting excesses or 
deficiencies ; an expenditure statement, 
which compares appropriations with 
expenditures and encumbrances, and 
presents the resulting unencumbered 
balance ; and an analysis of changes in 
unappropriated surplus. To have re- 
quired a “statement of revenue, expen- 
ditures, and surplus” was unfair to any 
candidate familiar with municipal ac- 
counting inasmuch as there was, until 
indicated above, no single statement in 
municipal accounting literature com- 
prising these three aspects. 

Problem 4 of the November, 1949, 


Practical Accounting Examination fur- 
nishes a typical illustration of ambigu- 
ous and misleading terminology. For 
example, the requirement “to provide 
an analysis of the changes in current 
fund surplus for the year ended June 
30, 1949” misled the author of the pro- 
posed solution in The Accounting Re- 
view of January, 1950, into furnishing 
an analysis of current surplus of all 
funds rather than an analysis of the 
surplus of the general (current) fund. 


In addition, much confusion was 
caused by the following paragraph: 


“Revenue other than from taxes was 
$20,210 but of this amount $4,300 was col- 
lected for other governments and has not 
been paid nor set up as a liability, and 
$1,200 from interest on investments. The 
investments are held in trust, the income to 
be used for library upkeep. Included in ex- 
penditures is $3,050 which is the cost of 
library upkeep for the year.” 


Some published solutions show a 
Due from Endowment Fund of $1,850 
(the difference between the $1,200 in- 
terest and the $3,050 expenditure) on 
the General Fund’s books, and a liabil- 
ity Due to the General Fund on the 
books of the Trust Fund. Other solu- 
tions show as an asset on the books of 
the Trust Fund, Due from General 
Fund—$4,300, as well as a liability, 
Due to Other Governments—$4,300, 
and a liability in the records of the 
General Fund, Due to Trust Fund— 
$4,300. Furthermore, the information 
presented in the other paragraphs of 
the problem is furnished in a haphazard 
and confusing fashion. The use of un- 
ambiguous terminology and an orderly 
presentation of the pertinent facts, in 
the writer’s opinion, would have re- 
vealed more valid results as to the 
candidate’s knowledge of governmental 
accounting. 

The writer does not agree with the 
solution to that part of the problem 
which requires the candidate “to revise 


Municipal Accounting and Auditing (supra, note 5) p. 30: 
“The above statement summarizes the data contained in the operating statements il- 
lustrated in Forms 3 and 4 and arrives at the unappropriated surplus reflected in the 


balance sheet.” 
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the statement in accordance with ac- 
ceptable methods of governmental ac- 
counting,” as printed in the Journal of 
Accountancy, of February 1950 (page 
183) which is possibly the same as the 
suggested solution furnished to the 
graders of the examination. A com- 
parison of that solution with the one 
presented below will disclose differ- 
ences in headings, totals, subtraction of 
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valuation accounts in the proper places, 
and the division of the single columin of 
General Property and _ Indebtedness 
into two separate groups, each with its 
own balancing account. The solution 
set forth below follows the pronounce- 
ments of the National Committee on 
Governmental Accounting and is in ac- 
cordance with standard texts used in 
our leading universities. 


OF M 


COMBINED BALANCE SHEET 






































JUNE 30, 1949 
General General General 
(Current) Trust Water Fixed Bonded 
\SSETS Total Fund Fund Fund Assets Debt 
LSS RR Seed ae Ae ees $ 2,873 $ 2,373 $ 500 
Taxes Receivable x ...sccsics. ss $ 36,690 $36,690 
Less: Estimated Loss on Taxes 4,850(a) 4,850 
$ 31,840 $31,840 
Accounts Receivable .......... $ 13,584 13,584 
PTRVORURIIOINS 5 55.0 6055604 see's nse 42,000 $42,000 
Prepeid Expenses ..4<........ 5,374 5,374 
Amount to be Provided for 
Retirement of Bonds ........ 390,000 $390,000 
RI AGES 5 oo ein oaio'a's sissarsis'e $ 710,465 $169,964 $540,501 
Less: Allow. for Depreciation . 25,800 25,800 
Net Fixed Assets ........... $ 684,665 $144,164 $540,501 
GRITAT FASSETS 6; ccice 6 505 $1,170,336 $34,213 $42,000 $163,622 $540,501 $390,000 
LIABILITIES, BALANCE, AND SURPLUS 
LIABILITIES 
Warrants Payable ........0060.00: $ 46,970 $38,220 $ 8,750 
Due Other Governments .... 4,300(a) 4,300 
Bonds Payable .4...<.04...05. 480,000 90,000 $390,000 
Dotal Liabilities: <6. <0 $ 531,270 $42,520 $ 98,750 $390,000 
Trust Fund Balance .......... $ 42,000 $42,000 
Investment in Fixed Assets .... 540,501 $540,501 
EAPHER SIMS sou wiccs cess se 64,872 $ 64,872 
Unappropriated Surplus ...... (8,307) ($ 8,307) 
Tora. LIABILITIES, BALANCE 
AND SURPLUS ...0406305 $1,170,336 $34,213 $42,000 $163,622 $540,501 $390,000 


(a) Adjustment for items not on books. 
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The writer agrees with Walter A. 
Bower’s article “Municipal Accounting 
Ouestions on Uniform C.P.A. Exami- 
nations Do Not Resemble Actual Prac- 
tice” in the Journal of Accountancy of 
August, 1950 (page A-16), and dis- 
agrees with the reply by Mr. Daniels 
(page A-18) that his article would 
serve effectively to help the candidate 
answer municipal questions on the 
C.P.A. Examination. Mr. Daniels’ 
article!” presents a very good outline of 
the municipal funds and groups of ac- 
counts as well as a contrast of govern- 
mental accounting with commercial ac- 
counting. However, the section begin- 
ning with page 333, which should show 
the candidate how to answer those 
municipal problems which include in- 
correct terminology, impossible re- 
quirements, and ambiguous facts fails 
to live up to the promise of the title. 
Some general remarks about how to 
answer problems are offered but these 
are insufficient. For example, the four 
points under 4, Analyse, the two 
points under B, Plan Your Work-Step 
by Step, and the six points under “/n 
General these suggestions may also 
prove helpful,’ are good advice but 
they do not teach to the candidate what 
to do if, for instance, a statement of 
revenue, expenditure, and surplus is 
called for and no single statement is 
possible; if a capital fund is given or 
called for; or if the term e«xpendable 
revenue jund is used to describe the 
special revenue fund. In the writer’s 
opinion the situation calls for an im- 


10 How to Answer Municipal Accounting 
Accountancy, April 1950, pp. 329-333. 
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provement in the problems presented 
on the examination, rather than for de- 
vising ways and means of answering 
defective problem material. 

In view of the fact that the book 
Municipal Accounting and Auditing is 
a composite of the thoughts of the 
American Accounting Association, 
American Institute of Accountants, 
American Municipal Association, In- 
ternational City Managers’ Association, 
Municipal Finance Officers Associa- 
tion, National Association of State 
Auditors, Comptrollers, and Treas- 
urers, National Association of Cost 
Accountants, National Association of 
State Budget Officers, National Munic- 
ipal League, and sundry Bureaus of the 
Federal Government, should not this 
volume be recognized by governmental 
bodies and accounting practitioners (as 
well as those who set professional ex- 
aminations involving municipal ac- 
counts) as the repository of generally 
accepted municipal accounting princi- 
ples ? 

Students today are being instructed 
in most schools and colleges along the 
lines of the pronouncements of the Na- 
tional Committee on Governmental Ac- 
counting. The majority of the examina- 
tion questions have been framed along 
those lines. It would be less confusing 
if boards of examiners would adhere 
strictly to this course in constructing 
the questions and would require that 
the candidates’ answers be similarly 
graded. 


° 
Questions in C.P.A. Examination; Journal of 
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Conducted by BENJAMIN Harrow, C.P.A. 


Statute of Limitations—Income Tax 


S EC. 373.1 of Art. 16 provides that the 
Tax Commission shall determine 
the amount of tax due within three 
years from the date the return is due. 
The period is extended to five years if 
more than 25% of the gross income or 
capital gain has been omitted. Where 
no return is filed or in the case of 
fraudulent returns there is no limita- 
tion on the time within which the Tax 
Commission may assess and collect any 
tax due. Also “if a taxpayer shall fail 
to report a change or correction by the 
Commissioner of Internal Revenue... 
or shall fail to file an amended return 
as required by Sec. 367, the amount of 
tax due may be assessed and collected 
at any time.” Sec. 367.2 requires a 
taxpayer to file an amended return with 
the Tax Commission if an amended 
return is filed with the Treasury De- 
partment. 

One of our members poses an inter- 
esting question. Suppose the three- 
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of the American Institute of Ac- 
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Chairman of its Committee on State 
Taxation. He is also a member of 
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eral Taxation and its Council. 
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tice as a certified public accountant 
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year limitation has run against the Tax 
Commission and the Treasury Depart- 
ment has made changes in net income 
which have not been reported to the 
Tax Commission. Under Sec. 373 the 
Tax Commission is not barred from 
assessing a tax based upon the unre- 
ported changes. Does the Tax Com- 
mission have the power to assess any 
tax based upon items not covered by 
the federal changes? 

Within the Tax Commission there is 
a divided opinion on this point. Asa 
rule ‘the Tax Commission assesses a 
tax based only upon the federal changes 
that should have been reported. In our 
opinion the Tax Commission is limited 
to assessing the tax due based upon the 
federal changes. The wording of the 
law in Sec. 373 giving the Tax Com- 
mission the power to assess “the 
amount of tax due” would seem to re- 
quire this conclusion. The amount of 
tax due apparently refers to the tax 
resulting from changes or corrections 
by the Commissioner. 

One other provision of Sec. 373.! 
should be mentioned. If a deduction 1s 
disallowed in one year which would 
have been allowed in a taxable year not 
more than five years prior to the year 
of disallowance, the return for such 
prior year may be resettled by allowing 
the deduction in the prior year. Any 
overpayment will be allowed “as a 
credit in an amount not in excess of the 
amount of” the additional assessment 
resulting from the disallowance of the 
deduction. 


Accrued Interest on Defaulted 
Bonds Purchased “Flat” 


When a bond is purchased “‘flat” the 
price covers the principal and the inter- 


est accrued and unpaid at the time ol 
purchase. If the accrued interest to the 
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date of purchase is subsequently re- 
ceived by the purchaser, is the tax- 
payer in receipt of taxable income or 
does the interest represent a return of 
capital? Deputy Commissioner Kassell 
recently issued an opinion on _ this 
point’. The receipt of such accrued 
interest is a return of capital which 
reduces the cost basis of the bonds. 
Any portion of such interest payments 
received which accrued subsequent to 
the date of purchase would be taxable 
income. That is also the federal rule. 


Television Service Contracts— 
Taxability Under Sales Tax Law 


Special Deputy Comptroller Weiner 
recently ruled on the question of sales 
or use tax liability on service contracts 
in connection with sales of television 
sets. Two types of contracts were con- 
sidered. In one the television dealer 
guarantees to replace all parts free. 
The price for such a service ranges 
from $30 to $50. In the other type of 
contract the dealer guarantees to main- 
tain and service the television set free. 
The price for such a service ranges 
from $60 to $100. 

It is the opinion of the Comptroller 
that such service contracts are not sub- 
ject to the city sales tax provided a 
separate charge is made for the contract, 
apart from the charge for the television 
set itself. It is further held that the 
person rendering the services is liable 
for sales or use tax on purchases of 
parts and supplies used in the rendition 
of the services. 


Real Estate Corporation— 
Minimum Tax 


Sec. 182.1 provides for an annual tax 
on the full value of the gross assets of a 
corporation employed within the state 
during the preceding year at the rate 
ot one-fourth of a mill on each dollar 
ot such assets. Actually the tax is based 
upon the full value of the gross assets 
as of December 31st. 


1 February 21, 1952. 
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One of our members would like to 
know if intangible assets are includible 
in the tax base or if only real property 
and tangible personal property are sub- 
ject to the minimum tax. Form 42 CT 
requires the submission of balance 
sheets at the beginning and end of the 
year and it is the practice of the Tax 
Commission to assess the tax on the 
total assets at the end of the year. No 
liabilities of any kind against such assets 
are deductible, and of course intangibles 
such as investments in stocks and bonds 
and notes and accounts receivable are 
included in gross assets. Book value 
is not necessarily indicative of full gross 
value. The full value may be either 
greater or even less than book value. 


Involuntary Conversions—Effect 
on Value of Gross Assets 


A profit resulting from an involun- 
tary conversion may not be subject to 
tax if the proceeds are invested in 
similar property, under the federal code. 
The new property takes as its basis 
for subsequent gain or loss the basis 
of the old property with adjustments 
for cash not invested in the new prop- 
erty. 

One of our members would like to 
know if the one-quarter of a mill tax 
on gross assets is based upon the value 
of the old property, following the 
federal and state income tax rules on 
non-recognition of gains or involun- 
tary conversions. The franchise tax on 
real estate corporations is not based 
upon income and there are no provi- 
sions in the law that would be concerned 
with gains on involuntary conversions. 
The receipt of cash in exchange for the 
property increases the gross assets and 
hence the one-quarter of a mill tax. 
If the cash is invested in other real 
estate there is an exchange of cash for 
property and the full value of the prop- 
erty then becomes part of the tax base. 
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When Should a Change in 

Federal Net Income be Reported? 

Sec. 211.3 of the franchise tax law 
and Art. 502 of the regulations require 
a taxpayer to report a change in federal 
net income to the Tax Commission. 
There is no change until there has 
been a final determination by the Com- 
missioner of Internal Revenue or other 
officer of the United States or other 
competent authority. 

The 90-day deficiency notice is 
generally a final determination. If how- 
ever the taxpayer files a petition in the 
Tax Court, there is no final determina- 
tion until the court of last resort has 
rendered its judgment. An amendment 
to Art. 502 made on February 14, 1952, 
now adds that the assessment of a 
deficiency pursuant to a waiver filed 
under Sec. 272 (d) of the Internal 
Revenue Code is also a final determina- 
tion. Under this section a taxpayer 
Waives any restrictions on the assess- 
ment and collection of a deficiency, and 
no 90-day deficiency notice is issued. 
Likewise an allowance of a refund by 
the Commissioner of Internal Revenue 
is a final determination. 

Art. 520 of the regulations requires 
the taxpayer to report the change in 
federal net income on the taxpayer’s 
next annual tax report or at the election 
of the taxpayer within 90 days after 
the final determination. If an amended 
return is filed with the Treasury Depart- 
ment the taxpayer is required to file an 
amended franchise tax report with the 
Tax Commission 90 days thereafter. 

The Tax Commission is presently 
designing a special form on which a 
taxpayer will be required to report 
changes in federal income. 


Franchise Tax—Subsidiary and 
Investment Capital 


All corporations taxable under Ar- 
ticle YA pay a separate tax on sub- 
sidiary capital. A subsidiary is a cor- 
poration over fifty per cent of whose 
voting stock is owned by the taxpayer 
corporation. Subsidiary capital would 
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be the value of the stock invested in the 
subsidiary plus any indebtedness due 
from the subsidiary provided the sub- 
sidiary does not deduct any interest 
on the indebtedness in filing its own 
franchise tax return. In the discretion 
of the Tax Commission, liabilities pay- 
able on demand or within one ear from 
the date incurred and attributable to 
subsidiary capital must be deducted 
from subsidiary capital. Senate and 
Assembly bills have been introduced 
amending the latter provision, elimin- 
ating from the deduction loans or 
advances from a subsidiary if these are 
outstanding for more than a year as of 
any date during the year. The effect 
of this amendment is to increase the 
amount of subsidiary capital subject to 
a lower rate of tax. 

If a corporation does not have more 
than a 50% investment in the voting 
stock of a corporation, the investment 
is classified as investment capital. Any 
liabilities attributable to investment 
capital are deductible in determining 
investment capital if the liabilities are 
payable on demand or within one year 
from the date incurred. The same bills 
eliminate from the deduction loans or 
advances from a corporation in which 
the taxpayer has an investment if the 
loans are outstanding for more than a 
year as of any date during the year. 
These bills have the approval of the 
Tax Commission. 


Income Tax—Definition of 
Capital Assets 


Proposed Senate and Assembly bills 
amend the definition of capital assets 
to exclude “a copyright; a literary, 
musical or artistic composition ; or sim- 
ilar property held by (a) a taxpayer 
whose personal efforts created such 
property or (b) a taxpayer in whose 
hands the basis of such property is 
determined .. . by reference to the basis 
of such property in the hands of the 
person whose personal efforts created 
such property.” These bills have the 
approval of the Tax Commission. The 
purpose of the bills is to prevent tax- 
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payers from obtaining more favorable 
capital gain treatment from such in- 
come. They follow the recent federal 
amendments to the code subjecting this 
type of income to normal and surtax. 


Penalties under Article 9, 9a, 
9b, 9c, 16 and 16(a) 


A willful intention to evade the fran- 
chise tax, income tax or unincorporated 
business tax by failing to file a return 
or filing a fraudulent return is a mis- 
demeanor. Upon a conviction the tax- 
payer may be fined up to $5,000, or 
imprisoned up to one year, or both. 

Under the Code of Criminal Proce- 
dure a prosecution for a misdemeanor 
must be commenced within two years 
after its commission. Proposed Senate 
and Assembly bills would extend the 
period of limitations to four years. 
These bills have the approval of the 
Tax Commission and are intended to 
get after taxpayers who in the past hav 
escaped criminal prosecution becau: 
of the short period of limitation for 
misdemeanors under the tax laws. 


Treasury Stock—New Regulations 


In the February issue of the State 
Tax Forum? we discussed the treat- 
ment of treasury stock under the Fran- 
chise Tax Law. It was our opinion 
that treasury stock would be considered 
business capital. The revision of Art. 
331 made on January 9, 1952, and after 
we had written our comment has 
changed the treatment of treasury stock. 
The definition of investment capital 
now includes investments in stocks is- 
sued by any corporation other than a 
subsidiary. Before the revision the defi- 
nition read “stocks issued by any cor- 
poration other than the taxpayer.” The 
deletion of this language makes treas- 
ury stock investment capital. The 
change in the regulation does not 
change the treatment of treasury stock 
as an asset. . 


2 Page 130. 


23, 1952. 
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Highway Use Tax— 
Constitutionality 


It is not surprising that a number of 
highway motor carriers brought an ac- 
tion in the New York Supreme Court? 
questioning the constitutionality of the 
highway use tax law. The first issue 
raised was whether the law violated 
the interstate commerce clause of the 
federal Constitution. 

The court met this issue by stating 
that it has long been recognized that a 
state has the power to levy a tax upon 
vehicles as compensation for the use of 
its highways. The commerce clause 
does not bar such a tax even where a 
user of the highways is engaged exclu- 
sively in interstate commerce. This 
power is subject to certain limitations. 
The tax must not be for the privilege 
of doing interstate business but must 
be related to the use of the road. The 
tax must not discriminate against 1n- 
terstate commerce, and the tax must not 
exceed a reasonable compensation for 
the privilege of using the highways. 

The weight mileage formula results 
in a reasonable tax. The court recog- 
nizes that it is impossible to devise a 
formula that will result in a mathemati- 
cally precise equating of tax and privi- 
lege. The court points out that the 
legislature used unusual care in estab- 
lishing a fair formula. In its opinion 
the tax is reasonable and is applicable 
alike to interstate and intrastate com- 
merce. 

Another ground for attacking the law 
was the exemptions and exclusions. 
This it was contended denied the tax- 
payers equal protection of the laws. 
Did the legislature in classifying trucks 
for tax purposes make an improper 
classification by exempting vehicles 
weighing 18,000 pounds or less or ex- 
cluding omnibuses or vehicles used ex- 
clusively within certain zones or city or 
village limits. Must a highway tax 
apply to all vehicles without excep- 
tions? 


3 Mid States Freight Lines, Inc. et al. v. Spencer E. Bates et al., Albany County, January 


253 








The New York Certified Public Accountant 


The court says that in all tax legis- 
lation a line must be drawn between 
what is to be taxed and what is not to 
be taxed. The classification must have 
a rational basis and must not be arbi- 
trary. This was the type of tax that 
was intended to be levied against those 
vehicles that caused the heavy wear and 
tear on the highways. The line was 
drawn at 18,000 pounds. Conceivably 
it might have been set at more or per- 
haps even less than 18,000 pounds. It 
was pointed out that smaller vehicles 
carried their share of the burden of 
highway maintenance through license 
fees and gasoline taxes. The increased 
wear and damage was attributable to 
the heavier motor vehicles. 

It was proper to exclude omnibuses 
since they are taxed under another 
statute on the basis of gross receipts. 
Besides there is enough difference be- 
tween a passenger vehicle and cargo 
vehicle to warrant a separate classifica- 
tion for tax purposes. The court also 
found sufficient justification for differ- 
ent tax treatment for vehicles used 
exclusively within city, village or com- 
mercial zone limits. 

It is likely that the plaintiffs will 
carry the case to the Court of Appeals 
and to the U. S. Supreme Court. In 
our opinion the tax will be upheld. 


Capital Gain on Sale 
of a Residence 


A Senate bill proposes to exempt 
from tax a gain on the sale of home 
property if a new home is purchased at 
a cost equal to or in excess of the price 
received for the old home. The bill is 
poorly drafted and will probably not 
pass in its present form. It needs the 
kind of specific provisions found in the 
Internal Revenue Code which Congress 
amended in 1951. 

An Assembly bill makes a similar 
proposal. This bill follows closely the 
Congressional amendment made _ in 
1951. If passed the law is to take effect 
April 15, 1952. 
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Franchise Tax Return—When 
Due and When Payable 


Calendar year corporations must file 
franchise tax returns on or before May 
15, following the end of the year. At 
the time the report is filed, one-half of 
the tax is due and payable. The pay- 
ment of the balance of the tax depends 
upon the date the Tax Commission 
sends a notice of assessment. If the 
notice is dated October 16 or prior 
thereto the balance is payable on No- 
vember 15. If the notice is dated after 
October 16 the second installment is 
due within 30 days. If the notice is 
dated after December 16, or if no notice 
is sent, the tax is payable on or before 
the following January 15. 

All fiscal year corporations must now 
file their returns within three and one- 
half months after the close of the fiscal 
year. At that time one-half the 
tax is due and payable. The remainder 
of the tax is due on or before the first 
day of the eighth month after the close 
of the fiscal year. The general instruc- 
tions on Form 3 CT say that the bal- 
ance of the tax is due three and one-half 
months after the date the report is 
required to be filed, even if no notice of 
assessment is received. 

Several members are quite disturbed 
over the confusion in dates. They point 
out that a corporation with a fiscal year 
ending April 30, 1951, is required to 
pay the balance of tax by December 1, 
1951, whereas a corporation on a cal- 
endar year basis ending December 31, 
1950, may not be required to pay the 
final installment of tax until January 
15, 1952. Our members characterize 
this as unreasonable, inequitable and 
illogical. 

Before the law was amended in 1950 
requiring fiscal year corporations to pay 
the final installment on or before the 
first day of the eighth month after the 
close of the fiscal year, the time lag 
between the first and second payments 
for most fiscal year corporations was 
much longer than the time lag for cal- 
endar year corporations. In the at- 

(Continued on page 260) 
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Notes on the New York State 
Unemployment Insurance Law 














Conducted by SAMUEL S. REss 


Multi-State and Localized 

Employment 

The employer appealed from the 
Referee’s decision in Case #27,778-51, 
decided February 8, 1952, and pre- 
vailed. The principal office and factory 
of the corporate employer was in New 
Jersey and the showroom was located 
in New York. The firm employed four 
salesmen. Salesman K covered the 
middle western states and rendered no 
services in New York. Salesman D 
worked exclusively in New York State 
and M acted as manager of the New 
York showroom and covered New 
York and New Jersey. In addition 
XY, the vice-president of the corpora- 
tion, from the New Jersey base of oper- 
ations rendered services both in New 
York and New Jersey. The claimant 
was employed as a stenographer and 
receptionist in the New York show- 
rooms. The firm filed no unemploy- 
ment insurance reports in New York 
because it contended that it did not em- 
ploy four or more persons in New York 
State. 

The Referee held that the employer 
was subject to the law by virtue of the 
employment of the claimant, XY the 
vice-president, and M, and D, the two 





Ress has been an As- 
sociate Member of our Society since 
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Bar. He has speci: ilized in the pay- 
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Dr. Ress is a member of the Soci- 
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salesmen. The Appeal Board held that 
the Refereee was in error in finding 
that the vice-president of the employer, 
worked in employment which is cov- 
ered by New York State. 

Section 511 of the Law defines em- 
ployment. It reads: 

“EMPLOYMENT. 1. General definition. 
‘Employment’ means any service under any 
contract cf employment for hire, express 
or implied, written, or oral. 

“2. Work localized in state. The term 
‘employment’ includes a person’s entire 
service performed within or both within 
and without this state if the work is local- 
ized in this state...” 

“3. Work within and without the state. 
The term ‘employ ment’ includes a person’s 
entire service performed both within and 
without this state provided it is not local- 
ized in any state but some of the service 
is performed in this state, and 

(a) the person’s base of operations is 
in this state; or 

(b) if there is no base of operations 
in any state in which some part of the 
service is performed, the place from 
which such service is directed or con- 
trolled is in this state; or 

(c) if the base of operations or place 
from which such service is directed or 
controlled is not in any state in which 
some part of the service is performed, 
the person’s residence is in this state.” 


The Appeal Board found that XY, 
the vice-president who rendered service 
both in New York and New Jersey, had 
no base of operations in New York. 
He was directed and controlled from 
New Jersey. Under the uniform defini- 
tion of employment his services were 
covered within the state of New Jersey. 
By eliminating as employees the vice- 
president and the salesman who per- 
formed no services in the state of New 
York, the number of New York em- 
ployees was thus less than four, and 
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the employer was held not subject to 
the law. 


Guaranteed Wage Plans and 
Unemployment Insurance 


An interesting case was decided by 
the Appeal Board on January 18, 1952, 
involving certain employees who were 
collecting wages under an employer’s 
guaranteed wage plan during a period 
when they were not working and had 
applied for unemployment insurance. 
The Referee had found that the claim- 
ants were not entitled to benefits while 
they were receiving the guaranteed 
sums on the ground that so long as 
they were on the employer’s payroll, 
they were subject to his direction and 
control and prohibited from accepting 
other than casual employment. The 
Appeal Board reversed the Referee in 
Case *25,713-50. The purpose of the 
employer's guaranteed work plan is to 
guarantee a minimum income to quali- 
hed employees during periods of slack 
business and to provide partial compen- 
sation to them for holding themselves 
in readiness for a prompt return to 
work when called. The Appeal Board 
said : 

“The fact that employees are retained 
on the employer's payroll during layoff 
periods cannot be determinative of the is- 
sues herein. This is true of the average 
case of a temporary layoff where the right 
of the temporarily unemployed worker, 
who is otherwise qualified, ‘to unemploy- 
ment insurance benefits is unquestioned.” 


The plan in effect guaranteed workers’ 
wages equivalent to their average earn- 
ings in four 35-hour work weeks. How- 
ever, when no work is performed dur- 
ing the month by the worker, the plan 
guarantees the equivalent of only two 
work weeks. The Unemployment In- 
surance Law in section 522 says: 
“ToraL UNEMPLOYMENT. ‘Total unem- 
ployment’ means the total lack of any em- 
ployment on any day, caused by the inabil- 
ity of a claimant who is capable of and 
available for work to engage in his usual 
employment or in any other for which he 
is reasonably fitted by training and experi- 
ence... 
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The Appeal Board stated : 

“In our opinion it would not be within 
the spirit of the Unemployment Insurance 
law to award these claimants unemploy- 
ment insurance benefits to supplement their 
earnings in the months during which they 
had some employment with the employer 
and were paid by the employer for the 
minimum hours of work contemplated by 
the parties under such circumstances.” 

“However ... a reasonable construction 
of the statute . .. permits a holding that 
each claimant is entitled to be credited with 
two statutory weeks of total unemployment 
in any month in which she was unemployed 
and received from the employer 70 hours 
layoff pay...” 


Unemployment Due to 
Industrial Controversy 
Longshoremen and other waterfront 
workers hired on a daily basis by 
“shaping-up” at the piers, were held 
not to have lost their employment be- 
cause of an industrial controversy in 
the absence of proof that they were 
working or had any employment rela- 
tionship with any particular employer 
when the strike occurred. This Court 
of Appeals decision in “Matter of 
Burger, et al.” upheld the Appeal 
Board finding of fact in Case *19,311- 
49. The Court of Appeals stated: 
“There is substantial evidence in the 
record before us to support the factual find- 
ing of the Unemployment Insurance Ap- 
peal 3oard that these claimants-respond- 
ents lost their employment involuntarily 
and not because of a strike, lockout, or 
other industrial controversy in the estab- 
lishment in which they were employed ... 
Accordingly that finding is binding upon 
us (Labor Law, Sec. 623; Matter of 
Morton, 284 N.Y. 167). 7 
The above decision demonstrates the 
importance of proper presentation ot 
factual data and evidence in presenting 
a case before the Referee or the Appeal 
soard. Once the Appeal Board makes 
a finding of fact, that finding of fact will 
be binding on the Appellate Division 
and the Court of Appeals if it is based 
on substantial evidence in the record. 
Disability Benefits Raised 
The Governor signed the measure 
passed by the state Legislature provid- 
ing that beginning April 1, 1952, week- 
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Office and Staff Management 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 








Conducted by Max Brock, C.P.A. 


Elimination of Typing of Federal 
Tax Returns 


O N several occasions this column has 
urged the adoption of duplicating 
devices to “break the back” of con- 
gested personal income tax seasons, and 
for other economies throughout the 


whole year. 


An enormous time-saving possibility 
exists in the reproduction of a complete 
tax return, or only of certain schedules, 
if desired, using the original copy. This 
would save substantial time and costs 
of typists and proofreaders and save 
the time involved in correcting typists’ 
errors. In addition, tax returns could 
be mailed to clients much earlier than 
otherwise. 

A major objection to this idea is that 
the client would receive a pencil copy 
of his return instead of a typed copy. 





Max Btock, C.P.A. (N.Y., Pa.) 
is a Director of the New York State 
Society of Certified Public Account- 
ants and has been the chairman of 
the Society’s Committee on Admin- 
istration of Accountants’ Practice. 
He is a member of the firm of 
Anchin, Block & Anchin. 
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Moreover, some accountants’ hand- 


writing may be slightly (7) illegible. 


The foregoing objections may be sur- 
mounted in part if not fully. It may be 
possible to make discreet distinctions 
between clients who should get typed 
returns and those who would not be 
disturbed by getting a duplicate of the 
pencil copy. Further, accountants 
whose writing is not easily legible 
should be asked to use a “‘print’’ writ- 
ing. Bear in mind that erasures on the 
original return do not necessarily show 
up as smudges on the duplicated copies. 
Finally, it is possible at least to put all 
or several schedules on one sheet and 
reproduce that sheet by duplication. 
Pre-printed schedule forms can be pro- 
vided both to improve their appearance 
and to save the accountant’s time in 
writing line captions. The time saving 
on schedules alone can be very consid- 
erable. 

Our Society’s Federal Income Tax 
Committee, under the able chairman- 
ship of Benjamin Grund, has worked, 
with others, to get the Treasury De- 
partment to formulate a definite policy 
with respect to tax return reproduction. 
The following letter from the Treasury 
Department sets forth what may, and 
may not, be done at this time. 
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U. S. TREASURY DEPARTMENT 
Washington 25 
Office of 
Commissioner of Internal Revenue 
March 3, 1952 
Re: IT:RP-PR 
LB 
The New York State Society 
of Certified Public Accountants 
677 Fifth Avenue 


New York 22, New York 
Attention: Mr. Benjamin Grund 


Chairman, Committee on Federal Taxation 
Gentlemen: 

Reference is made to your letter dated February 21, 1952, relative to the 
reproduction of Federal income tax forms and the use of such reproductions in 
filing required returns, in lieu of the official forms supplied by the Government 

Specifically, you request advice with respect to the conditions which must 
be complied with in order to secure permission to reproduce the forms jor filing 
purposes, as well as information concerning the particular forms which may be 
reproduced. 

Subject to the conditions stated below, you are advised that the following 
official return forms and schedules may be reproduced and the reproductions 
filed in lieu of the corresponding official forms: 


U. S. Individual Income Tax Return...... Form 1040 
Schedule of Gains and Losses from Sales or 

Exchanges of Property .... 2... ssesweus Schedule D (Form 1040) 
U. S. Fiduciary Income Tax Return....... Form 1041 
U. S. Corporation Income Tax Return..... Form 1120 
Schedule of Gains and Losses from Sales or 

iechange of Property iiss koko s000eees Schedule D (Form 1120) 
Computation of U. S. Corporation Excess 

PE 65 Bcd Need ea abun es Schedule EP (Form 1120) 
U. S. Partnership Return of Income....... Form 1065 


\uthorization for the use of reproductions in lieu of the official Schedule C 
(Form 1040) has been specifically withheld because of its dual-purpose feature 
and the fact that a substitute form might be unsuitable for certain processing 
operations involving this schedule. 

In order for reproductions of the above-designated return forms to be accept- 
able as substitutes for the official forms printed by the Government Printing 
Office, the following conditions and requirements must be satisfied : 


(1) The reproductions must be facsimiles of the complete official form. pro- 
duced by photo-offset, photo-engraving or other similar photographic 
process. Reproductions by other than photographic process will not be 
acceptable. 

(2) The reproductions are required to be printed on paper of substantially 
the same color, weight and texture, and of quality at least as good as 
that used in the official forms. 
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(3) Official forms which are printed in black ink must be reproduced in 
black ink and, in the case of official forms printed in other than black 
ink, the reproduction must be printed in ink of substantially the same 
color as that of the official form being reproduced. 


(4) The size of the reproductions, both as to the over-all dimensions of the 
paper and the image reproduced thereon, must be the same as that of 


the official form. 


If the reproduced forms which are proposed for use meet all of the above- 
described tests, neither specific permission for their use nor approval of the 
particular method of reproduction, will be required in individual instances. 


Very truly yours, 


Warehouse Storage of Files 


One popular method of dealing with 
file room congestion is to transfer files 
over a certain age to a storage ware- 
house. However, when it is necessary 
to refer to one of the files in the ware- 
house a time-consuming procedure is 
involved. A messenger must be sent to 
the warehouse to fetch the folders re- 
quired, and then they must be returned. 
If, by chance, all the required data was 
not obtained another trip is necessary. 
Moreover, if the files were not properly 
arranged, and the storage facilities are 
crude, the location of specific papers 
could be both unpleasant and _ time- 
consuming. 


A Manhattan firm (name furnished 
on request ) provides a specialized serv- 
ice for the storage of records. It fur- 
nishes advice on the arrangement and 
even as to the retention of old records. 
Facilities are provided for the efficient 
storage of records and a reference serv- 
ice is provided, if desired, whereby the 
firm may be asked, by telephone, to 
obtain data from the files and commu- 
nicate it to the inquirer by telephone, 
mail, or messenger. The firm also pro- 
vides facilities for reference work on 
their premises, thereby saving a return 
trip to the warehouse. 

_ This service is worthy of considera- 
tion by those who use or contemplate 
using warehouse storage. The con- 
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(s) Joun B. Dun ap, 
Commissioner. 


fidential aspect of the records, and their 
handling by third parties, is a matter 
to be passed on in the individual case. 
Inasmuch as the records are usually 
very old, and the data required of a 
fragmentary nature, the violation of 
confidence may often be an academic 
rather than a real problem. 


Tax Return Extension Requests 
Simplified 

The Bureau of Internal Revenue has 
advised Collectors of Internal Revenue 
that they may grant extensions of time 
for the filing of corporation tax returns 
solely upon the request of the taxpay- 
er’s accountant or agent provided: 


a) the request states that it is sub- 
mitted with the knowledge and 
approval of the taxpayer, and 

b) the request also states that the 
accountant is enrolled to practice 
before the Treasury Department. 


However, other requirements for ob- 
taining extensions continue in effect, 
namely, the filing of a tentative return 
and payment of the required percentage 
of estimated tax. The advantage of the 
above ruling will be realized when time 
is short, and the accountant is able to 
get off an extension request directly 
and follow it up later with the tentative 
return. 

Extension periods of 90 days may be 
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granted upon first request for an exten- 
sion. This policy was announced in 
Mimeograph No. 6742. 


Guide to Personnel Selection 

Our Society’s Committee on Educa- 
tion recently published the results of a 
survey it made in a pamphlet entitled 
“Background for Public Accounting.” 
The survey dealt with the requirements 
of a representative section of the public 
accounting profession in the selection 
of accounting personnel. A good recep- 
tion has been accorded the publication, 


which is an indication of the existing 
need for the data furnished therein. 

A copy of the pamphlet has been sent 
to each member of the Society and to 
others who are interested. This infor- 
mation should prove valuable to ac- 
countant employers as a means of 
checking their own methods and stand- 
ards with the reported practices and 
policies. Any improvement in_ the 
selection of personnel is bound to reflect 
itself in decreased turnover, better serv- 
ice to clients, and more efficient and 
less costly administration of the ac- 
counting practice. 


CAR N_D 


New York State Tax Forum 


(Continued from page 254) 


tempt to correct this situation other 
weird situations have arisen. As an 
administrative matter the Tax Com- 
mission is able to make a preliminary 
examination of all fiscal year returns 
filed and issue notices in time to receive 
the second payment within the time 
prescribed in the law. The bulk of the 
returns are filed on a calendar year 
basis and the Tax Commission is un- 
able to audit all of the returns in time 
to receive the second payment by No- 
vember 15, the first date mentioned in 
the law; hence the provision with re- 
spect to payment in any event by Janu- 
ary 15 of the following year. 


Allowed or Allowable 

Depreciation 

Under the Internal Revenue Code 
the basis for determining gain or loss 
in the case of depreciable property is 
the cost of the property less allowed or 
allowable depreciation. | Presumably 
the depreciation has been deducted each 
year from gross income. Suppose a 
taxpayer deducts each year less depre- 
ciation than the amount allowable or 
that the actual deduction taken has not 
resulted in any tax benefit. Will those 
facts in any way affect the basis for 
determining gain or loss when the 
property is sold. That was the issue in 


4 320 U. S. 810—June 7, 1943. 
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the Virginian Hotel case*+ where the 
U. S. Supreme Court decided that the 
cost of the property would have to be 
adjusted for allowable depreciation 
even though the taxpayer had received 
no tax benefit from the allowable 
depreciation. 

Last year the House passed a bill to 
avoid the effect of the rule in the Vir- 
ginian Hotel case. Actually in that case 
a taxpayer had deducted more depre- 
ciation in an earlier year than was 
allowed in later years. The earlier year 
had not been examined by the Treasury 
Department probably because that year 
showed a loss and the court held that 
the amount thus deducted was allowed 
depreciation even though there was no 
tax benefit. The bill would require a 
reduction of the basis for depreciation 
in excess of the allowable depreciation 
only if that excess resulted in a tax 
benefit. The bill has been reported to 
the Senate with an amendment making 
it retroactive to vears aiter 1938. 

Under New York law the basis for 
determining gain or loss is cost. Cost 1s 
defined as the purchase price less the 
depreciation properly chargeable 
against the property since the date ol 
acquisition (Art. 491). Under this lan- 
guage a ‘taxpayer would probably avoid 
the Virginian Hotel rule. 
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The Excess Profits Tax Exchange 














Conducted by Davip Zack, C.P.A. 


Part IV Ruling 


in last month’s column it was indi- 
cated that if a taxpayer elects to com- 
pute its average base period net income 
under the recently enacted Part IV of 
the Internal Revenue Code, it forfeits 
any and all rights to the relief sections 
of the code which provide for alterna- 
tive computations of average base period 
net income. However, the question 
which gave rise to this pronouncement 
did not make it quite clear that the 
“purchasing corporation” which quali- 
fied under Part IV specifically elected 
to compute its average base period net 
income under that part so that the 
impression may have been created that 
mere qualification under Part IV, not- 
withstanding its ultimate use, would 
har a corporation from the relief sec- 
tions. That is not the case inasmuch as 
the very portion of Section 474(b) of 
the Internal Revenue Code (Part IV ) 
quoted in last month’s column. speci- 
ically litnited the restriction of com 
putation under Section 435 (d) to a 





Davip Zack, C.P.A. and member 
ff the Bar, is a member of our So- 
ciety and of its Committee on Fed- 
eral Taxation. He is Chairman of 
the Committee on Municipal and 
Local Taxation. 

Mr. Zack is a Lecturer on Taxa- 
tion at The City College (N. Y.) 
School of Business and Civic Ad- 
ministration and at the New York 
University Institute on Federal 
Taxation. 

Mr. Zack has written on tax mat- 
ters for various publications. He is 
a partner in the firm of David 
Berdon & Co., Certified Public 
Accountants. 
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situation “if computed with reference 
to this part.” This column is in pos- 
session of an informal ruling by the 
Bureau of Internal Revenue which 
specifically states that mere qualifica- 
tion as a purchasing corporation under 
the provisions of Section 474 of the 
Internal Revenue Code does not pro- 
scribe the benefits of Section 445 of the 
Internal Revenue Code from the tax- 
paver. 


Gross Receipts 

It has previously been indicated here- 
in that neither the law (Section 435(e ) 
(5)(A)) nor the regulations speci- 
fically defined the phrase “gross re- 
ceipts” for the purpose of qualifying 
under the growth formula. A_ strict 
interpretation of the term would not 
permit the deduction of returns and 
ollowances in arriving at this figure and 
the Bureau of Internal Revenue has so 
ruled in a recent informal ruling. The 
ruling relied upon the fact that net sales 
“is specifically defined in Regulations 
130, Section 40.435-3 (d) and_ that 
therefore no reduction for discounts, 
returns and allowances paid or incurred 
is permitted in determining gross re- 
ceipts for the purposes of qualification 
under the growth formula.” 


Dividend “Throw-Back” Rule 

The official instructions issued by the 
Bureau of Internal Revenue for the 
computation of the Excess Profits Tax 
on Schedule EP (Form 1120) for 1951 
contain the instructions for the com- 
putation of the base period capital ad- 
dition on page 11. In connection with 
the computation of Lines 1 and 2 of 
Schedule EP-2 (A) — Base Period 
Capital Addition—the instructions read 

“in determining the sum of cash and other 

property, so much of the distributions to 
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shareholders made during the first 60 days 
of any taxable year (other than the first 
taxable year ending after June 30, 1950 as 
does not exceed the accumulated earnings 
and profits at the beginning thereof shall 
be considered to have been made on the 
last day of the preceding taxable year 
(see Section 441 (e)).’ 


This instruction, since it deals with the 
base period capital addition can only 
apply to taxable years ending prior to 
the enactment of the Excess Profits Tax 
and therefore would seem to specify 
clearly that the dividend throw-back 
rule applies to any taxable year other 
than the first excess profits tax year. 
The instructions for lines 1 and 2 of 
Schedule EP-2 (B) refer back to the 
instruction just quoted and therefore 
repeat the cited sentence. The instruc- 
tions for line 1 of Schedule EP-4— 
Excess Profits Credit based on Invested 
Capital, set forth on page 15 of the 
instruction sheets, again refer back to 
instructions 1 and 2 of Schedule EP-2 
(A) thereby incorporating by refer- 
ence the sentence previously set forth. 
However, notwithstanding these in- 
structions, the Bureau has issued the 
following informal ruling which appears 
directly contrary to these instructions 
and, therefore, seems worth repeating 
herein. 

“Section 40.441-1(e), Regulations 130, 
provides that, in computing invested capi- 
tal, equity capital, or accumulated earnings 
and profits as of the beginning of any 
taxable year and in determining what dis- 
tributions during any taxable year were 
made out of the earnings and profis of such 
taxable year, distributions made during the 
first 60 days of the taxable year (except 
in the case of the taxpayer’s first taxable 
year ending after June 30, 1950) are 
deemed, to the extent they do not exceed 
the accumulated earnings and profits as of 
the beginning of such taxable vear, to have 
been made on the last day of the preceding 
taxable year. Such provision is applicable 
only to excess profits tax years subsequent 
to the first taxable year ending after June 
30, 1950.” (Emphasis supplied) 


Unused Excess Profits Credit 


The Bureau of Internal Revenue has 
issued a ruling which would permit the 
application of Section 435 (d) of the 
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Internal Revenue Code to give rise to 
a greater unused excess profits credit 
despite the fact the corporation has no 
excess profits tax tor the current year, 
This unpublished ruling reads as fol- 
lows: 

“Section 434 of the Code provides that, 
in the case of a domestic corporation, the 
excess profits credit for any taxable year 
shall be an amount computed under section 
435 or section 436, whichever amount re- 
sults in the lesser tax under subchapter D 
for the taxable year for which the tax 
under subchapter D is being computed. 
Inasmuch as a taxpayer which is entitled 
to the benefits of Section 435 (e), 442, 443, 
444, 445, or 446 of the Code may use the 
average base period net income determined 
under whichever of such sections applicable 
to the taxpayer results in the lowest excess 
profits tax for the taxable year, as provided 
in section 40.435-1(c), Regulations 130, 
such taxpayer may use whichever section 
produces the largest unused excess profits 
credit.” 


New Corporations 
Samuel A. Dyckman, C.P.A., sub- 


mits the following provocative question, 
the answer to which can not of course 
be known until the Bureau’s own regu- 
lations and rules are _ forthcoming. 


Reader comment on this matter is 
earnestly solicited. 


“Code Sec. 430 (e) (2) (B)* (ii) pro- 
vides that a ‘new’ corporation must tack 
on the existence of another corporation 
where the same stockholders control both 
the ‘new’ and the other corporation, and 
where the ‘new’ corporation is engaged in 
the trade or business substantially similar 
to the trade or business of the other cor- 
poration. 


“In several fields. of operations, particu- 
larly in the management and operation of 
rental properties and hotels it has been 
customary and advisable from a non-tax 
viewpoint to operate each property or hotel 
under a separate corporate entity. Tax 
savings is not the prime motive in the for- 
mation of these separate corporations, as 
a definite business purpose can be spelled 
out. 


“Do you think that it is the intention ot 
the Bureau to define “similar businesses” 
strictly and limit the application of Sec. 
430 (e) (2) (B) (ii) only to those cases 
where securing a savings in excess profits 
taxes is found to be the major pu! ae ot 
the incorporation of the new entit 
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states that a partner’s salary may be allocated 
differently from partner’s profits so that if a 
non-resident partner earns his salary wholly 
outside New York, it would be excluded from 
gross income and if he earns it wholly within 
New York it is included in gross income 
without any allocation (author’s italics). We 
think the author is incorrect in these state- 
ments. The state follows the common law 
theory of partnerships as an aggregate of 
individuals and treats the salary as part of 
the distribution of profits. The entire dis- 
tributable income from a partnership (includ- 
ing the salary so called) is taxable to a non- 
resident partner on an allocated basis, regard- 
less of where the non-resident is earning his 
share of the partnership profits (including 
the salary). While the Tax Commission does 
not insist upon the statutory formula for 
allocation of the income it would not approve 
an allocation of a gs of the profits called 
a salary outside New York merely because a 
partner earned some of his profits outside the 
state. The author himself in discussing the 
partner return, 19 pages after the earlier 
discussion on allocation refers to the case of 
Outwater v. Bates (273 App. Div. 925) and 
makes i statement that the taxpayer was 
properly assessable for personal income tax 
on a percentage of his share of the firm’s 
income equal to the ratio apportioned to 
New York sources, as against the taxpayer’s 
contention that the income was earned by a 
non-resident as compensation for services 
rendered outside the state. This would seem 
to contradict the earlier discussion. 

The author has done a thorough job, better 
than what one would expect in a guidebook. 
It is well worth adding to the ever-growing 
tax library. 

3ENJAMIN HARROW 


New York, N. Y. 


Estate Tax Handbook 
Edited by J. K. Lasser. MATrHEW BENDER 
& Company, Inc., Albany, N. Y., 1951. 
+. 846; $15.00. 


This work is a compilation of twenty-two 
papers by some of the country’s leading tax 
men on various important subjects in the field 
ot estate planning. It- brings together a 
plethora of up-to-date information, sugges- 


Pages: v 


tions and ideas for the practitioner, and will 

save him many hours of tedious research. 

The subjects included are as follows 
Random Notes on Estate Plennioe: 

How to Coordinate Business Transac- 

tions with Estate Planning; Contempla- 

tion of Death: What It Is and How to 

Avoid It; How Trusts Should Be 

Planned to Help Estate Planning; How 

to Avoid Trust “Transfers Taking 

Effect at or After Death’; How to 

Avoid Other “Transfers Intended to 

Take Effect at Death’; How to Use 

Powers of Appointment in Estate Tax 

Planning; Estate Tax Valuation; How 

Tenancy and Tenancy by the arent 

How Gifts and Estates Are Taxed in 

Community Property States; How to 

Integrate Life Insurance into Estate ‘ax 

Planning; Property Owned in Joint 

Restrictive Stock Purchase Agreements 

Will Aid Estate Planning ; How to Use 

Tax Techniques in the Drafting of Wills 

and Trusts; How to Get Maximum 

Benefits from Gifts and Bequests to 

Charity; How to Use Foundations in 

Estate Planning; How to Use Insur- 

ance Settlement Options to Get the 

Marital Deduction; How to Set Up a 

Marital Deduction Trust; How to Solve 

Mathematical Problems of Husband- 

Wife Estate Planning; How Divorce 

and Separation Affect Estate Taxes; 

How to Deal with “Terminable Inter- 

est” Problems Arising Upon the Death 

of a Partner; How to Plan for the 

Income of an Estate; How to Prepare 

an Estate Tax Return. 

For the reader with specific problems in 
these areas, this is a most valuable piece 
of reading. 

BS: 


Notes on the New York State 
Unemployment Insurance Law 


(Continued from page 256) 
ly benefits, under the New York Dis- 
ability Benefit Law will be increased 
from a maximum of $26 to $30 per 
week. (Chapter 95 of the Laws of 
1952.) 


GL 
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N lajor Carl L. Sitter, USMC 


Medal of Honor 





THE HILL WAS STEEP, snow-covered, 600 feet 
high. Red-held, it cut our lifeline route from 
Hagan-ri to the sea; it had to be in our hands. 

Up its 45-degree face, Major Sitter led his 
handful of freezing, weary men—a company 
against a regiment! The hill blazed with 


enemy fire. Grenade fragments wounded the 
major’s face, chest, and arms. But he con- 
tinued heading the attack, exposing himself 
constantly to death, inspiring his men by his 
personal courage. After 36 furious hours the 
hill was won, the route to the sea secured. 
Major Sitter says: 


“Fighting the Commies in Korea has taught 


me one thing—in today’s world, peace is only” 
for the strong! The men and women of 
America’s armed forces are building that 
strength right now. But we need your help= ~ 
and one of the best ways you can help usi8 
by buying United States Defense Bonds. 

“So buy bonds—and more bonds—starting 
right now. If you at home, and we in the 
service, can make America stronger together, — 
we'll have the peace we’re working for!” 


* * * 


Remember, when you’re buying bonds for national de s 
fense, you’re also building a personal reserve of cast 
savings. Remember if you don’t save regularly, you 
generally don’t save at all. Money you take home Use 
ally is money spent. Sign up today in the Payroll” 
Savings Plan where you work, or the Bond-A-Montli 
Plan where you bank. For your country’s security, aud 
your own, buy U. S. Defense Bonds now! : 


Peace is for the strong... 


Buy U S Defense Bonds now!” 
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